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ENDING the more closely over 
B his page as the daylight, piercing 
the dull lights of his window, 
slowly waned, one Walter de Henley 
in the earlier years of the thirteenth 
century wrote a treatise for his son on 
the business of husbandry. The sage 
advice bequeathed in this script marks 
Walter de Henley as one of the earliest 
protagonists of scientific management. 
His recommendations include a full in- 
vestigation of the property, the selec- 
tion and training of workers, the set- 
ting of definite tasks for ploughing, 
provision for the regular inspection of 
implements, the preparation of exact 
costs, the close study of the soil and 
the crops, and the planning of each 
day’s work. Thus did Walter de Hen- 
ley, ever and anon turning his eyes to 
the harrowed fields outside, plan these 
early steps in the scientific management 
of his property. Others have taken up 
the quill he threw aside. Each gener- 
ation has doubtless had its scribe, who 
thought scientifically about the plough- 


ing of the soil, the throwing of the 
shuttle, the beating of the iron, or the 
hewing of the tree. Then came the 
days when the ploughman, the weaver, 
the smith, and the woodman discarded 
the old tools of their crafts, and strode 
amazedly into the towns where the new 
factories reared their ugly forms. Here 
again, the scientific thinker brooded 
over the scene. Seizing his pen, Charles 
Babbage, doubtless like many another, 
strove to plan order where chaos 
reigned, and in 1833 published his 
famous Economy of Machinery and 
Manufacturing. So, finally, the torch 
was handed on from one generation to 
another, till, amid the immense struc- 
tures of American industry, it passed to 
the hand of Frederick Taylor. 

Walter de Henley had never heard 
of “Scientific Management” and in 
some respects perhaps he was fortunate 
in the fact. Few phrases have been so 
severely mishandled or so woefully mis- 
understood. What exactly does the 
phrase mean? After all, if indeed a 
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science of management is a practicable 
possibility, an essential preliminary is to 
determine the precise significance of its 
terminology. In the science of medicine, 
the “basilar membrane” means one 
thing only, and that meaning is the 
meaning attributed to it by all who prac- 
tice medicine. But in the science of 
management, we have not even yet de- 
termined precisely what the word “man- 
agement” means, and only in a few 
instances the meaning of any particular 
words or phrases describing particular 
processes or mechanisms of manage- 
ment. Words are the means by which 
we translate thought into definite 
images, and a vague terminology is 
evidence of loose, unformed, or con- 
fused thinking. It is imperative, there- 
fore, to crystallize our thoughts so that 
our technical terms convey a precise 
meaning, and a meaning which is pre- 
cisely understood by all who perform 
any task of management. It is con- 
vincing testimony to the infancy of our 
science that most serious treatises on it 
necessarily begin with a series of defini- 
tions — which others may or may not 
accept. What, then, do we mean by 
“Scientific Management’’? 


I 


I think it would be unfair to the 
genius of a great man to say that Fred- 
erick Taylor was a master of exact dic- 
tion, but for what perhaps he lacked 
a little in precision he certainly made 
recompense in the enthusiasm and reso- 
lution of his language. Therefore, 
though we may find no very circumspect 
definition of his subject in his writings, 
he provides ample to guide us in the 
very strength and earnestness of his 
words. What, then, does he tell us 
about the meaning of scientific man- 
agement? 





. want to tell you as briefly as | 
can,” he says, “what scientific Manage. 
ment is. It certainly is not what mog 
people think it to be. It is not a lot of 
efficiency expedients. It is not the print. 
ing and ruling of a lot of pieces of 
blank paper and spreading them by the 
ton about the country. It is not any 
particular system of paying men. It js 
none of the ordinary devices which up. 
fortunately are going by the name of 
scientific management. It may in its 
essence be said in the present state of 
industry to involve a complete mental 
revolution, both on the part of the man. 
agement and of the men.” And again 
he says, “The essence of modern scien. 
tific management consists in the appli 
cation of certain broad, general prin. 
ciples, and the particular way in which 
these principles are applied is a matter 
of entirely subordinate detail.” Else. 
where he describes scientific manage. 
ment as consisting fundamentally of “a 
certain philosophy which can be applied 
in many ways.” Then, perhaps most 
illuminating of all, he wrote, “The gist 
of the matter is that scientific manage- 
ment demands that the acts of the men 
and movements of all these men and 
elements shall be regulated according to 
clearly defined scientific rules and 
formulae.” There is plenty here to 
give the lie to what many have con- 
strued scientific management to be. It 
is not a series of intricate tricks by 
which, with a certain dexterity, a spe 
cies of rodent profit can be produced 
out of a debilitated industrial top hat 
Neither is it a set of medical specincs 
by which the fresh hue of health can 
be induced in the pallid cheeks of an 
anaemic business. It is not a portable 
“compactum,” by the introduction of 
which, if everything be hung on tt 
proper hook and placed on its proper 
shelf, order can be made to replace com 
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fysion, and nothing further can go 
wrong. It is not a carefully stated the- 
orv, with numberless paragraphs and 
qubsections; neither is it a program to 
be declaimed from the hustings. 

Scjentific management, in my concep- 
ion of it, is that form of management 
which deals with its problems and daily 
activities by the use of the scientific 
method and makes provision for its 
continuous application. Consequently, 
it is also that form of management 
which, on the basis of the classified 
knowledge derived from the constant 
use of the scientific method, conducts 
its work and the work of those it con- 
trols according to standard rules and, 
what one may call, scientific “laws.” It 
is, therefore, that form of management 
in which the objects and methods of 
any activity have been determined, not 
by the opinion of any one individual, 
be he superintendent or laborer, but by 
the scientific analysis of all the available 
facts, and the determination of “‘stand- 
ards” on the basis of those facts— 
standard methods, standard qualities, 
standard products, standard times, 
standard outputs. By the “scientific 
method,” I mean the method of investi- 
gation, measurement, definition, classi- 
fication, and standardization; or, in the 
words of Mr. J. W. Schulze,! “the proc- 
ess of applying analytical and syntheti- 
cal reasoning to a proposition and to all 
available data concerning it, that is, 
dividing a problem or a proposition into 
its component elements, reviewing them, 
improving them, eliminating some, in- 
troducing others, and finally bringing 
the elements together again into a new 
program or method or product or con- 
clusion.” 

_ It will be clear, of course, that in the 
light of such a definition, scientific man- 


‘Taylor Society Bulletin, June, 1920. 
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agement covers all branches of manage- 
ment in all kinds of enterprises. As 
applied to industry, it covers factory 
management, sales management, finan- 
cial management, transport manage- 
ment, and, indeed, every branch of ac- 
tivity which requires direction and 
control. It covers all species of man- 
agement, whether it be the management 
of an industrial concern, of a state, of 
a hospital, of an army, or of a church. 
The principles of scientific management 
are, to my mind, universal and univer- 


sally sound. 
I 


I make no apology for this somewhat 
prolonged departure from my main 
theme. It is quite impossible to discuss 
the development of scientific manage- 
ment in any particular direction or in 
any particular country, unless one is per- 
fectly clear as to what scientific man- 
agement truly is. This need for the 
definition of our subject is perhaps 
specially pressing in considering the de- 
velopment of scientific management in 
England. Indeed, if one accepted the. 
definitions which some have either di- 
rectly or by implication attributed to 
scientific management, there would be 
little enough for me to say, beyond the 
mere statement that ‘‘we know it not.” 
It is only when we define the subject in 
the broad sense I have already at- 
tempted that the lights appear in the 
darkened panorama to tell us that the 
city is not indeed without citizens. 

The development of scientific man- 
agement in England has undoubtedly 
been dogged in its progress by retard- 
ing factors which, as one looks back, 
may perhaps have operated to the good, 
however unreasonable in themselves 
they may appear. Their effect has been 
to retard the growth of any coordinated 
effort to apply its principles, but they 
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have not by any means prevented dis- 
persed experiments being made and, 
moreover, they have served the very 
useful purpose of distinguishing the 
wheat from the chaff. If the growth, 
therefore, has bzen slow and undirected, 
yet it has perhaps been the more sure 
and wise. 

There can be no denial of the fact 
that the main factor which has deterred 
the progress of scientific management 
in England has been the method of its 
presentation. It was, especially in the 
earlier days just prior to and during the 
war period, decked out in all the gay 
colorings of the “efficiency” enthusiast. 
It has been displayed like gaudy shop- 
ware, which for a modest sum one might 
buy, as it were, across the counter, and 
which once in the buyer’s hands, would 
become forthwith an Aladdin’s lamp or 
Ali Baba’s password. It has been advo- 
cated as a “system” for this and for 
that. Every little idea, from a new 
type of office stool to a new form of 
cost sheet, was made to fit into this 
new “‘system,” by which management 
could solve the labor problem and swell 
the profits by the mere twisting of a 
handle. British manufacturers were not 
deceived; there exists no body of men 
to whom the superficial and specious 
makes less appeal. Scientific manage- 
ment, accordingly, in such distorted and 
flimsy form, fell on the most barren of 
soil. It was loaded with effacing epi- 
thets; it was “hot air,” “eye-wash,” “a 
stunt.” British industry distrusted the 
whole “bag o’ tricks.”’ It is, of course, 
all to the good that this conception of 
scientific management should have been 
generally rejected, but it is clear that 
the development of the true scientific 
spirit suffered in the process. The seed 
was ground under foot together with 
the thorns which had sprung up and 
choked it. Scientific management as a 
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practical philosophy of industry y, 
definitely slowed up in its growth, 
Here and there, however, goo 
seed fell, and the ground py 
favorable. Often enough, howeye 
the ground was not the factory, |¢ {gj 
in the laboratories of the scientist anj 
began to be developed as a theory, 
Scientific management for a while rathe 
lost touch with practical affairs of jy, 
dustry. “‘Taylorism” became the hobjy 
of a few, and those few for the mo 
part were not business men. The pur 
suit of the hobby naturally led the «. 
perimentalists to interest themselves jn 
active industry, but their overtures wer 
viewed with suspicion. Scientific map. 
agement, therefore, encountered is 
second main obstacle—it came to k 
looked upon as “theoretical,” with al 
the vague enormities which that adj: 
tive is generally supposed to imply. 
British industry has always distrusted 
the man who has won his knowledg 
from a book or from a laboratory; it 
has an almost reverential regard for 
“practical experience.” Here was: 
new theory, touching the very heart of 
industrial life, inextricably linked with 
all the cheap-jack panaceas of the magi- 
zines and the glib fables of nimble 
opportunists—a theory not even clea 
to those who promoted it and calling 
for experiments and __ investigation 
which certainly presaged trouble an 
expense—and, in any event, only # 
theory. Scientific management, there 
fore, made no headway. It had yet t0 
find some reason for its application 
other than just for the theory’s sake 
The inexorable pressure of events, ho¥ 
ever, came to its aid. With the cor 
tinuance of the war came the insistet 
demand for increased output; then, 
the later post-war period, came the ur 
gent call for economy in production 
Coupled with this joint necessity fo 
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ncreased output at reduced cost was the 
ncreasingly clamant need for meeting 
he requirements of a much intensified 
abor problem. British industry found 
self first riding light-heartedly on the 
rest of the wave, then plunging into 
the abyss of depression. Both extremes 
increased the complexities of manage- 
ment and multiplied the problems with 
which it was called upon to deal. Most 
portentous of all was, and still is, the 
problem of labor—labor, highly organ- 
ized, yet swayed to and fro by move- 
ments which no organization could keep 
within bounds; labor, swept forward by 
impulses and aims which defy definition 
yet strike to the foundations of our 
social ethics; labor, “the giant with the 
feet of clay,” perhaps, yet more certain- 
ly, the giant with the feet of a blind 
man and the hands of a child, like Sam- 
son in the temple, with his great arms 
about its pillars. 

Management, faced with a thousand 
complex problems, found its house in 
It found itself precipitated 
into a maze, where every turning re- 
vealed some new difficulty. 
not prepared for such circumstances. 
“There is,” has said Lord Milner, “a 
loss of confidence in the management,” 
and the confidence was forfeited when 
management blundered into a new era 
equipped with the devices of an era that 
had quickly passed. Turning this way 
and that, management resorted again to 
the mechanisms of scientific manage- 
It did so with misgiving and 
During the war, British 
industry received its initiation to scien- 
tific methods through government pres- 
sure. Exact costing systems had been 
required in munition factories; research 
had been immensely developed; welfare 
work and the investigational work con- 
nected therewith had been undertaken 
After the war, there 


























on a big scale. 





was the inevitable British reluctance to 
believe that anything the government 
did was right. Yet, the introduction 
to the methods of scientific manage- 
ment had been made in actual practice 
and not a few were prepared to go 
further. Unfortunately, however, those 
who stepped out along scientific lines 
seized upon the mechanisms rather than 
the philosophy of Taylor. More par- 
ticularly, they seized upon the idea of a 
planning room and the idea of time 
study. It was only rarely realized that 
these were but parts of a whole scheme; 
that, in any case, the scheme was highly 
adaptable and must be fashioned to suit 
particular conditions; further, that the 
scheme was the practical application of 
a general mode of thinking and that the 
latter was the real root of the matter; 
and, finally, that the mechanisms ap- 
plied singly, without relation to each 
other and without relation to the em- 
bracing philosophy, might work more 
harm than good. “I have never said 
that scientific management could be used 
for bad,” said Taylor. “It is possible 
to use the mechanism of scientific man- 
agement for bad, but not scientific man- 
agement itself. It ceases to be scientific 
management the moment it is used for 
bad.” All this was not realized. Plan- 
ning departments were set up; time 
study was begun. Where they were not 
actually applied, they were much dis- 
cussed and considered. 

In this way, scientific management 
met its third rebuff. It was found, 
either in practice or by examination, 
that these particular mechanisms often 
aggravated trouble. Time study led to 
rate-cutting, and rate-cutting to friction. 
Planning led to increased overhead 
costs which, in the older idea of over- 
head costs, could be nothing but an evil. 
There has thus come about the more 
insidious opposition to scientific man- 
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agement—that, after close examination, 
and in some cases practical application, 
these mechanisms of scientific manage- 
ment have been found deleterious to 
real efficiency. One knows the stock 
objections too well for them to need 
repetition. In this country, those ob- 
jections carry most weight which accuse 
scientific management of imposing a 
harder burden on the worker. Never- 
theless, though here again scientific man- 
agement received a further check, the 
cumulative effect of the experiments and 
study was not inconsiderable. Behind 
the mechanisms a few began to discuss 
principles, and the principles gave the 
lie to the alleged failure of the mech- 
anisms. 


ll 


Thus far, I have treated of the de- 
velopment of scientific management in 
a semi-historical way. To do so, though 
convenient, may perhaps give a wrong 
impression. 
begin the journey; others have passed 
through all these stages and have at- 
tained a kind of progressive normalcy. 
Some will still argue that scientific man- 
agement is just a set of efficiency expe- 
dients; others will have gone further 
and will criticize adversely some one or 
other of its mechanisms. But, though 
some have boldly applied some one 
aspect of the system and have perhaps 
retraced their steps, and others have 
picked out one attractive idea without 
delving deeply enough to understand its 
connection with the philosophy of scien- 
tific management, there has been a slow 
and gradual movement forward since 
the war. Haphazardly, without much 
conscious connection with the teachings 
of Taylor, the scientific method in man- 
agement is being increasingly used. It 
is, indeed, strange to witness how even 
those who condemn scientific manage- 


Some plants have yet to. 


ment are busily engaged in applying it. 
This goes to prove that the storms of 
criticisms have all had their value, Per. 
haps we have been slow, but it seems 
that, having avoided the rocks and 
shoals, we are the more likely to s,i] 
into the deep, sure water. The las 
decade, behind all the trumpetings of 
the enthusiast and criticisms of the 
cynics, has undoubtedly witnessed the 
beginning of the move forward. It js 
all very obscure; the sound of the 
wheels of progress is muffled. Each jn. 
dividual factory, consciously impelled 
by no precise motive, yet acting in the 
spirit of the age, is making its own ten- 
tative experiments in its own way. New 
ideas are not being adopted because 
Taylor advocated them, or because they 
are recommended in the scientific man. 
agement text-books, but simply because 
there seems to be some indefinable pres. 
sure which causes us all to be more 
scientific than formerly. And, all un- 
knowingly in many instances, we are 
coming to the fundamentals of Taylor 
himself. We are, as it were, fuliilling 
the prophecy of the prophet whom we 
rejected. 

Take a crow’s-nest view of our in- 
dustrial vessel. Here is a factory plan- 
ning unit in operation; there are 
experiments in psychological selection. 
Here we find that every job has been 
time-studied; there we find no time 
study, but an elaborate system of mar- 
ket analysis. In this factory, we find 
that the organization of the controlling 
staff has been most carefully worked 
out; in that factory, we find very de- 
tailed and expert attention being given 
to the technique of the factory proc- 
esses. On one side, we may discover 
the most elaborate and scientific plan- 
ning of advertising; on another side, 
the same methods being applied to the 
training of foremen. In many places, 
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costs are 10 times more accurate and 
detailed than they were 10 years ago; 
in others, layout has been planned with 
che most scrupulous attention to detail. 
Research of all kinds—mechanical, sta- 
tistical, market, labor, fatigue, and so 
forth—has come to occupy a privileged 
position, which but a few years ago 
would have been considered ludicrous. 
Everywhere the facts are demanded, 
not just the bare, obtruding bones, but 
the minute, detailed facts. There is 
a growing appreciation of a technicality 
of processes; that they must be an- 
alyzed and their details codified before 
they can be properly supervised. There 
is a prevalent opinion that our concep- 
tion of what constitutes foremanship 
must be revised. Thus, in manifold 
ways in manifold plants the scientific 
method is being increasingly used. 
“Management is certainly in the midst 
of its growing pains,” I have said else- 
where. “Beneath the somewhat hard 
and weather-beaten skin, there is every 
evidence of growth. There is a reach- 
ing after new ideas, a deeper delving 
after facts, a more deliberate founding 
of policy upon scientifically worn data, 
a closer examination of detail, a wider 
appreciation of costs and measurements 
of one kind or another, and, perhaps 
most significant of all, a slowly develop- 
ing search for the underlying purpose of 
industry—a search stimulated by the 
wide understanding of the need for the 
human milk of cooperation.” 2 


IV 


Thus far, I have endeavored to give 
the general impression that, though 
what one may call the scientific move- 
ment in industry is stumbling forward, 
its progress is undirected, dispersed, op- 





* Taylor Society Bulletin. Vol. VIII, No. 6. De- 
“ember, 1923. 
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portunistic, and spasmodic. I think, 
however, that one may distinguish cer- 
tain broad lines on which it is moving, 
and certain regulating influences which 
tend to determine its path. Without 
doubt, the main factor molding the de- 
velopment of the scientific method in 
British industry has been and will in- 
creasingly be the labor conditions of 
industry. Every movement of thought 
affecting industry has been molded by 
this fundamental factor. Indeed, the 
dominating influence in the industrial 
history of the past half-century has been 
that exercised by the emergence and 
gradual crystallization of labor aspira- 
tions and aims. In this, the growth of 
trade union organization is but a part, a 
part of a wide-spread development which 
has brought us at every turn face to face 
with the basic humanity of industry. A 
century ago we passed through a so- 
called Industrial Revolution, in which 
we plunged into the “machine age.” 
Today we are in the midst of a second 
Industrial Revolution, in which we are 
tearing at the bonds which a “machine”’ 
conception of industry imposed upon us 
and fighting our way to a revised “‘hu- 
man’’ conception of industry. The past 
gave us a vision of industry as a vast 
maze of machines, buildings, systems, 
and materials; we are now being com- 
pelled to see that industry is, rather, a 
complex form of human association; 
that it is not a mass of machines and 
processes, but a body of men; that it is 
not a complex of matter, but a complex 
of humanity; that it is not an intricate 
system of mechanical devices, but a 
magnified nervous system. This second 
“revolution,” moreover, is not a move- 
ment confined only to the bounds of in- 
dustry; it is, rather, a social and com- 
munal movement. The demagogue, 
parading this or that remedy for the 
ills of a disordered society; great 
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masses of the people, dumbly appealing 
that the industry of the future shall be 
founded on some commonly accepted 
moral basis; philosophers and business 
men together, searching for a truly 
ethical basis for industry, and experi- 
menting with this and that device for 
giving the human element in industry 
its proper sphere and outlets; church, 
state, and every thinking individual, 
pressing forward towards a form of 
industry which, as Henry Ford says, 
will provide “not only a living, but a 
life’-—one and all are elements in this 
gigantic remodelling of industry. 

Amid such circumstances, scientific 
management has spent its early years. 
How far, in this, one seems to be from 
the planning rooms, the stores inven- 
tories, and the instruction cards of 
scientific management systems, yet how 
close to the deeper philosophy and 
wider horizons of Taylor. “Scientific 
management is for me primarily a 
means of bettering the condition of the 
working people,” he said. British in- 
dustry is, as yet, a long day’s march 
from realizing the contribution which 
scientific methods can make to the solu- 
tion of its human problems, but it has 
at least this to its credit, that it has 
driven to the heart of industry and has 
applied scientific thought and work to 
the elaboration of new methods and 
new objectives designed to promote in- 
dustrial well-being. It thus happens 
that a large proportion of the scientific 
work in management of the past few 
years has concerned itself with the con- 
ditions of labor and schemes for pro- 
viding labor with avenues for its natural 
impulses and desires — hence the very 
great thought and the wide experimen- 
tation which have been applied in such 
directions as the selection of employees 
by psychological, medical, and other 
tests, the training of workers, the study 


of atmospheric and general health cop, 
ditions, schemes for pensions and alloy. 
ances in cases of invalidity, schemes 
of unemployment insurance, the edy, 
cation of workers, the provision of 
sports grounds and establishment of 
clubs, profit-sharing and CO-partnership 
schemes, the manifold schemes for s. 
curing employee representation, ma. 
chinery for the rapid ventilation of com. 
plaints, the methods of promotion and 
making of new supervisory appoint. 
ments, and the machinery for dealing 
with trade unions. In these directions, 
all of which intimately affect the daily 
life of labor, real scientific work has 
been done. Most promising of all is 
the rapid advance in applied psychobo. 
gy, or “the technique of human be. 
havior.” No more truly scientific work 
is being done in this country today than 
that of the National Institute of Indus. 
trial Psychology. Other countries may 
have advanced much farther in the sci- 
entific study of processes, mechanical 
methods, means of handling materials, 
storage systems, and planning of work, 
but it is doubtful if any country has 
examined so minutely or delved s0 
deeply into the problems of human re- 
lations and the means for providing 
labor with good conditions, both physi- 
cal and mental. That this is so is 2 
natural outcome of the highly sensitive 
condition of British industry. The cob- 
bler naturally turns his attention to 
where the boot most pinches. . 

The absorption of British industry in 
its great problem of human relations, 
however, has not only caused scientific 
methods to be applied mainly in this 
direction, but further has molded the 
whole attitude of mind of its leaders. 
Industrial management in the last dec 
ade or two has become overwhelming: 
ly the management of human beings. 
The main problems are human prob: 
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lems; the daily difficulties are human 
dificulties. Hence, the major impres- 
sion left on the minds of those charged 
with the management of industry is that 
management primarily is an art. Indus- 
try lacks the throb of corporate human 
enthusiasm, the stimulation of human 
interest, the oil of human cooperation, 
the swinging bustle of spontaneous ef- 
fort. To bring these to the boil, to 
fll industry with the surge and tide of 
warm, eager life, is not the task of the 
scientist. The need is for leadership, 
for high aims which draw the last ounce 
of effort from every rank, for impelling 
motives which send file after file of 
workers to the toil which they love— 
that is the picture to be painted. This 
is beyond all science; it is a question of 
ideals and motives and manliness, not 
of systems and slide-rules and records. 
Management—it is the art of moving, 
guiding, inspiring, bringing and welding 
together masses of men and women. 

In cold-blooded terms, this concep- 
tion means that the progressive British 
employer is more imbued with the fact 
that management is a synthetical art 
than with the equally true fact that it 
is founded on analytical study. He is 
approaching industry from the top, 
viewing all its component parts as one 
whole, rather than from the bottom, 
examining all its elements as separate 
and distinct units. He is dealing with 
a mass problem, not with an individual 
problem. He is called upon to unify, 
not to dissect. From this it follows 
that he is not so vitally concerned in 
the details of operative processes as in 
the methods of coordination and direc- 
tion. His attention is attracted to the 
problems of higher organization. Con- 
siderable scientific work has been ac- 
complished in the planning of depart- 
mental divisions and interworking, in 
defining the duties of the higher offi- 


cials, in the use and location of com- 
mittees, in the correlation of finance, 
production and distribution, and similar 
problems. British management is con- 
cerned, first of all, to make itself rather 
than the workers efficient. There is, 
therefore, generally speaking, more sci- 
entific analysis and planning of the work 
of direction and control than of the 
operative work being controlled. There 
is a greater appreciation of the need 
for management to be capable of exer- 
cising its art than for the equally urgent 
need that the technique behind the art 
should be sound. 

Economic conditions are mainly re- 
sponsible for the third line on which 
the scientific method is being developed 
—the selling of the goods. Since 1921 
it has been a buyers’ market, and conse- 
quently an increasing proportion of ef- 
fort has been expended in the selling 
end of every business. The scientific 
method has here come into its own. 
Market research has been developed on 
a considerable scale by many organiza- 
tions. Sales policies are determined 
only after a vast amount of investiga- 
tion. Advertising schemes are preceded 
by intensive analyses of population, 
trades, and consumers. Elaborate 
methods are adopted to produce goods 
which will satisfactorily meet the needs 
of consumers. Indeed, in every direc- 
tion truly scientific work is being done, 
to ensure successful salesmanship, sound 
sales policies and management, and the 
fullest correlation of sales and produc- 
tion as to the quantity, quality, and 
character of the goods offered for sale. 

This recent concentration of effort 
upon the marketing and selling of the 
goods has perhaps a little overshadowed 
the scientific work which has been done 
in other directions, though present ten- 
dencies indicate that the scientific 
method is receiving a more general trial 


DEVELOPMENT OF SCIENTIFIC MANAGEMENT IN ENGLAND 139 








138 HARVARD BUSINESS REVIEW 


in the solution of selling problems than 
it has ever received in other branches 
of management. It would be safe to 
say that 30% of the reasonably large 
businesses of the country are using, in 
a greater or less degree, some form of 
scientific analysis in the framing of sales 
policies and the planning of their sales 
organizations. The same could certain- 
ly not be said of other branches of 
management, with the possible excep- 
tion of costing. As a result of govern- 
ment pressure during the war, detailed 
costing received a very considerable 
impetus. Even so, Mr. J. F. Whiteford 
wrote,® in 1919, “It is estimated that 
not more than 5% of the manufacturers 
in the United Kingdom know the actual 
costs of the various products of their 
factories. It is further estimated that 
not more than 1% know their costs 
within sufficient time for the informa- 
tion to be of real benefit.” Since then 
a good deal of progress has been made, 
but the tendency has been to rely too 
much on costing as a weapon of investi- 
gation. Costing serves a dual purpose 
—firstly, to determine selling prices and 
the profitableness of operations and, 
secondly, to indicate the places where 
costs are high. In this latter, costing 
has been regarded as the one and only 
form of measurement, and standardi- 
zation has been relegated to a second- 
ary position. The warning of Taylor 
in this connection calls for more notice 
than it has received. In discussing rail- 
road costing, he indicates the necessity 
for industrial establishments “‘to scru- 
tinize very carefully the exact use which 
they make of the costs which they deter- 
mine,” and goes on to say: “I look 
upon it as a matter of far more impor- 
tance, for example, that they should 
take up in detail the study of each small 





3 Whiteford, J. F. Factory Management Wastes. 
Nisbit & Co., 1919. 


activity that occurs on their road, and 
standardize all of these activities, and 
in this way reduce their expenses.” | 
am inclined to think that British many. 
facturers have relied on costing where 
other forms of measurement and 4 
more general application of standards 
would have served their purpose better. 

In the use of time study and the de. 
velopment of factory planning, British 
industry is perhaps inclined to lag be. 
hind. As Mr. MacKillop says, “There 
are 100 progress offices in 1921 for 1 
in 1900, but there are 100 progress 
offices for 1 planning department.” This 
intensely minute analysis of factory 
operations and the detailed and con. 
stant control based on this analysis is 
work which, in the main, still lies ahead. 
That this should be so is the natural 
outcome of the preoccupation of British 
industry with the major problems which 
I have already suggested. 


V 


From this brief résumé of activity 
it will be clear, however, that much 
scientific work is being done. What is 
lacking is a conception that will bind 
all this work together. The scientific 
method is being adopted spasmodically 
as the need arises. It is not being 
adopted as a definite plan of campaign, 
nor as a complete philosophy. It is 
rarely realized that the wholesale adop- 
tion of scientific methods constitutes 2 
revolution in factory management, of 
that their adoption can serve any pur 
pose other than the solution of some 
immediate problem. It is often over- 
looked that the primary object of Tay- 
lor’s work was “to remove the caus¢ 
of antagonism between the boss and 
the men who worked under him.” Sc 
entific management was to him a means 
to the solution of the problem of indus- 
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wrial relations; it was not just a useful 
weapon for the determination of some 
knotty, isolated question. It was a 
philosophy, not a weapon. This con- 
ception has yet to be realized, and it is 
not too optimistic to think that, in this, 
British industry, where the problem of 
human relations is probably more acute 
than in any other country, will lead the 
way. So far, industria] relations has 
been regarded primarily as a problem 
in sociology and not sufficiently as a 
problem in management. Where it is 
attacked as a problem of management, 
the tendency is to work at palliatives 
rather than ata cure. We have studied 
with great care and have widely applied 
various schemes of welfare work, insur- 
ance, works councils, and conciliation 
machinery. But surely these are means 
to alleviate a complaint which origi- 
nates in the daily work of the factory. 
We have yet to attack the problem in 
the stages before these things are neces- 
sary. In the first instance, any remedy 
for the strained relations of labor with 
its industrial partners must resolve itself 
into an improvement of the manage- 
ment. The “labor problem,” as we 
phrase it, leads us directly to problems 
of wages, output, and sales, and we 
have yet to discover, I submit, how 
potent may be the effect of scientific 
work in these managerial activities upon 
the solution of this one great problem 
of industrial “humanics.” We have 
still to learn how the scientific stand- 
ardization of processes may affect the 
whole wage problem, for example, or 
how the scientific control and planning 
of sales may affect the whole unemploy- 
ment problem. It is, indeed, impossible 
to divorce the problem of industrial re- 
lations from the day-to-day manage- 
ment. It will not solve the problem to 
set up welfare departments, works coun- 
cils or conciliation systems, eminently 
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desirable as these activities undoubtedly 
are. The beginning of the solution lies 
in the control of each man’s work. While 
a worker’s pay is dependent on the fix- 
ing of an unscientific rate, while his 
work is liable to constant halts owing to 
unscientific scheduling and planning, 
while the demand for his output from 
the market is:irregular and not scientifi- 
cally planned, it is unreasonable to ex- 
pect him to place confidence in the man- 
agement. Works councils can never 
compensate for unscientific manage- 
ment. When that “complete mental 
revolution” of which Taylor spoke has 
been effected, when it has been generally 
recognized as a principle that it is essen- 
tial to substitute ‘exact scientific inves- 
tigation and knowledge for the old in- 
dividual judgment and opinion in all 
matters relating to the work done in the 
establishment,” the problem of indus- 
trial relations will have begun its solu- 
tion. It is, I repeat, in the first instance 
a problem—indeed, the problem—of 
management. When management has 
put its house in scientific order, when 
the mental attitude of the past has given 
way to the new mental attitude of obe- 
dience to scientific laws which neither 
worker nor manager can but regard as 
true, the problem can safely be further 
examined by sociology in its wider as- 
pects, with some certainty of a success- 
ful solution. The overwhelming impetus 
of the problem, particularly in British 
industry, gives one hope that this path- 
way will soon be explored, and this con- 
ception of scientific management, as one 
embracing philosophy, adopted. 

In another sense, further, there is a 
need for unity. There is little corpo- 
rate feeling in the development of the 
art of management. Each business is 
trying out its own experiments, conduct- 
ing its own research, following its own 
lonely path. There is little sense of 
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management being a common profes- 
sion, irrespective of the activities being 
managed. There is little appreciation 
of the possibility of all who practice the 
art of management having anything in 
common. We lack the free interchange 
of thought and experience which alone 
can give birth to any unifying corporate 
spirit. Associations of one kind or an- 
other have been started, but these in 
their turn are dissociated and scattered. 
We need some common organization, 
binding together all who take a part in 
management. We need to demolish the 
artificial barriers which are set up be- 
tween businesses, so that every move 
forward may be made common knowl- 
edge. No science was ever developed 
where each scientist kept his knowledge 
to himself. We need a corporate man- 
agement spirit. This will come, when 
the conception is more widely accepted 
that management is an activity which, 
in all plants and undertakings, has fea- 
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tures in common. When we have Uni. 
fied our idea of management, we shal 
be in a position to unify our efforts jy 
pursuit of that idea. When we hay. 
found that all management can be goy. 
erned by a common motive and cop. 
ducted by a common method, thes 
things of themselves will provide the 
reason for bringing all our knowledge 
together and for working together {o; 
the advancement of our common pro- 
fession. This is, indeed, the primary 
work of the future—to realize the 
essential oneness of the philosophy of 
scientific management and to establish, 
on that basis, a corporate unity repre. 
senting the thought and work of all who 
practice the profession. In this I do 
not doubt that British industry, perhaps 
in its own reticent way, will play a part; 
and perhaps it is not too sanguine to 
hope that this corporate unity will be 
a professional bond between industrial- 
ists the world over. 
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for profit”—the slogan of the 

League for Industrial Democracy 
__is an essential part of most radical pro- 
grams. It is the core of the indictment 
of our price and profit economy, as pre- 
sented by the Webbs in their Decay of 
Capitalist Civilization. It was the chief 
aim of the Russian experiment. It ap- 
peared, in one form or another, in the 
platforms of all the radical parties in 
the recent election in the United States. 
It always appears in arguments for gov- 
ernment ownership and control of in- 
dustry. But in none of this radical 
propaganda do we find a clear concep- 
tion of the origin and function of profits 
or the consequences of abolishing profits. 
As a help toward such a conception, 
a few facts are indispensable. Ele- 
mentary, important, indisputable as 
these facts seem to be, they are never- 
theless either ignored or impatiently 
brushed aside as irrelevant by most re- 
formers. 


Prior prot for use and not 


I 


_ First of all, we should note the crucial 
fact that profits are sometimes losses. 
In considering what kind of public con- 
trol should be exercised over business as 
a whole, or over a particular industry, 
and what proportion of private income 
should be appropriated for public use, 
we must not overlook the possibility 
that, in any given year, profits may 
be a minus quantity. That possibility 
seems obvious: every day has its record 
of passed dividends and business fail- 
ures. Yet much of our proposed in- 
dustrial legislation and some of our ex- 
isting laws ignore the possibility of busi- 
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ness losses, or are frarned on the tacit 
assumption that in any given year a cor- 
poration need have no anxiety either 
over losses suffered in the past or losses 
that may be suffered in the future. 

Starting with the assumption that 
winds blow only in one direction, we can 
develop an extraordinary theory of 
aeronautics; but it will not help us to 
fly. Upon the assumption that business 
is always conducted at a profit, or can 
be so conducted, we can construct in 
imagination an extraordinary industrial 
society; but it will not work. We can- 
not understand what will work—what 
is going on in business, or why, or what 
we can sensibly do about it—unless we 
grasp the full significance of these facts: 
that no concern can possibly tell in ad- 
vance how much money it will make or 
lose; that, in any given year, the profits 
of some concerns are offset by the losses 
of others; that paper profits do not al- 
ways turn out to be real profits; and that 
the large losses of a given concern in 
certain years must be more than made 
up by large profits in other years, or the 
concern must go to the wall. 

In a different industrial order the 
problem of losses would appear in dif- 
ferent guise, but it would still be a prob- 
lem. The reformers overlook it in 
theory but they could not in practice. 
Under communism at least some activ- 
ities would be as badly managed as they 
are today. Society would suffer thereby 
as much as though the net results of in- 
efficient management were called busi- 
ness losses. In a communistic state such 
losses, now borne by comparatively few 
people, would be distributed, theoreti- 
cally, over the entire population. 
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In a state which operated only a few 
of its industries, free from competition, 
the problem might be solved for these 
industries by fixing prices on a monop- 
oly basis, or by paying deficits out of tax 
receipts; that is to say, by appropriating 
for the use of state enterprises whatever 
was needed of the profits realized by 
private enterprises. Thus the United 
States Government covered the losses 
due to its mismanagement of the rail- 
roads. But no government could op- 
erate a// industries in this way. In some 
form or other, the problem of vast busi- 
ness losses would persist in any conceiv- 
able industrial order. 

These losses are far more extensive 
than they are commonly supposed to be, 
since, as a rule, only the profits of busi- 
ness are taken into account by current 
condemnations of capitalism. In the 
United States, during the year 1921, not 
one-half of the organized business en- 
terprises realized any profit. For that 
year, 185,158 corporations in the 
United States reported to the Treasury 
Department no net income whatever. 
Indeed, over half the concerns engaged 
in trade, and over three-quarters of 
those engaged in mining and quarrying, 
reported deficits. In the manufacturing 
group, only 37,000 succeeded in closing 
the year with any net income whatever; 
more than 42,000 did not succeed. The 
total deficit of all the corporations that 
reported no net income was nearly four 
billion dollars. 

What induced these 185,158 corpora- 
tions to carry on enterprises whieh 
yielded them, as a reward for their ef- 
forts, nothing but this huge deficit? The 
answer is to be found in the record of 
the 171,239 other corporations that suc- 
ceeded, during the same year, in realiz- 
ing a net income of more than four 
billion dollars. Every one of the report- 
ing corporations, the successful and the 
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unsuccessful, ran the risk of suffering 
losses in the hope that they might make 
profits. 

II 


Both the losses and the profits re. 
sulted from taking risks, and risks are 
universal. This is the second of our 
fundamental facts. The prospector 
drills where there may be no oil. The 
clothier relies on spring stocks that may 
not arrive. The electric railway com. 
pany constructs a road that the coming 
of the automobile may render useless. 
The bond buyer runs the risk of an in. 
flated currency. For the orange grower, 
there is danger of a frost; for the cot- 
ton planter, the boll-weevil; for the 
woolen manufacturer, tariff revisions; 
for the phonograph maker, the radio; 
for the railroads, Congress; for the con- 
tractor, strikes. So it is the world over. 
Every branch of business enterprise 
faces not only risks that are the common 
lot, but also risks that are peculiarly its 
own. 

No business man is ever free to de- 
cide whether he will or will not escape 
these dangers. Every business man 
must run risks. He can usually choose 
among risks; but choose he must. Every 
cotton manufacturer, for example, must 
buy cotton. If he buys cotton today, he 
may buy on a falling market; if he does 
not buy today, he may be forced to buy 
later at a ruinous price. If he borrows 
money in order to buy cotton, he may 
not be able to pay the interest; if he 
postpones buying, he may not be able 
to get the cotton, and so may be forced 
to close his plants. Again, he must 
either use what equipment he has, oF 
supplant it with new equipment. If he 
scraps his old machines and installs new 
models, his increased costs may enable 
his competitors to undersell him; if he 
uses his old machines, his competitors, 
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by installing new ones, may undersell 
him. If he invests in advertising, he 
may fail to get his money back; if he 
does not advertise, he may fail to sell 
his product. If he opens new mills in 
states where labor costs are lower, he 
may incur expenses which more than off- 
set the gains; if he stays where he is, 
producers in more favored states may 
take away his customers. He may al- 
low his credit department to cut down 
the risk of bad debts at too great a loss 
of sales; on the other hand, he may al- 
low his sales department to extend his 
markets at too great a risk of bad debts. 
Every day he must make decisions. Al- 
ways they are decisions to meet certain 
risks instead of others. Postponing a 
decision is in itself taking a risk. In 
short, every business man is beset on all 
hands by risks that are inherent in the 
nature of business: if he runs away from 
some, he is sure to run into others. 
Risks are universal because human 
beings and human society are what they 
are. Ina static state—in what Ricardo 
called a state of natural adjustments— 
there would be no risks. By natural or 
“normal” rates of wages, interest, and 
profits, the early economists meant the 
rates that would prevail in a society that 
was perfectly and finally organized and 
therefore free from the uncertainties 
that go with progress. ‘Reduce society 
to a stationary state,” says J. B. Clark, 
“let industry go on with entire freedom, 
make labor and capital absolutely mo- 
bile * * * and you will have a régime 
of natural values.”? In such a society, 
natural rates would be static rates; 
Prices would never fluctuate; business 
forecasters would be useless. There 
would be no snake-like pictures of busi- 
ness fluctuations. One economic chart 
would be sufficient for all time, and all 
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its lines would be “normal.” The pres- 
ent would be a perfect guide to the fu- 
ture. Nobody could gain or lose by 
taking a chance; there would be no 
chances to take. Consequently, there 
would be nothing to raise prices above 
the level of cost, and the agents of pro- 
duction would divide all the products 
among them. There would be no un- 
certainties, therefore no risks, therefore 
no reward for risk-taking. In short, a 
profit economy could not exist in a static 
society. Such a society is a pure ab- 
straction; in it there would be a com- 
plete relief from economic risks, but, 
alas, no human beings to enjoy the re- 
lief. 

Still further to emphasize this point, 
let us distinguish sharply between busi- 
ness risks and gambling risks. Business 
risks, we have observed, are inherent in 
the nature of economicenterprise. They 
must be assumed by somebody. The 
farmer does not create the risks due to 
pests and the weather and shifting price- 
levels and foreign competition and un- 
certainties of transportation. Either the 
farmer himself assumes all these risks 
or, by means of various kinds of insur- 
ance, he shifts some of the risks to 
others. This is equally true of risks that 
are assumed by the prospector, the 
miner, the manufacturer, the merchant, 
the contractor, and the common carrier. 
Unless somebody runs these risks, man- 
kind will have to go without bread and 
oil and tools and shoes and houses. In 
the construction of the Harvard Stad- 
ium, numerous risks were involved: the 
risk of injury to workmen, for example. 
This risk was part and parcel of the 
enterprise; somebody had to carry it. 
But nobody has to bet on the outcome 
of a Harvard-Yale game. In placing a 
bet, the gambler creates a risk; in plac- 
ing an employers’ liability policy, the 
insurance company takes over an exist- 
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ing risk. Gambling, in short, is taking 
chances on artificial risks. Such risks, 
at Monte Carlo or elsewhere, are not 
a necessary part of business enterprise. 
Economically, society does not care 
whether the race-track gambler bets on 
Fire Fly or on Spark Plug, or on neither. 
But from business risks there is no es- 
cape in any industrial order. 


III 


In any industrial order, therefore, suc- 
cess depends on the choice of risks. In 
the established order, profits are the re- 
sults of risks wisely chosen. It is a 
matter of common observation that the 
makers of two competing products of 
nearly equal merit never make equal 
profits. Indeed, it often happens that 
one producer makes substantial profits, 
while the other makes no profits at 
all. The explanation is to be found 
chiefly in a comparison of the risks that 
are taken. Almost any successful com- 
pany will serve as an illustration. If we 
sought an explanation for the profits of 
the Gillette Safety Razor Company, we 
should find it associated with the fact 
that this company, in creating a demand 
for its product, ran greater risks in ad- 
vertising expenses than any other pro- 
ducer of safety razors. Let us take, as 
another example from actual business, 
two kinds of tooth paste. Let us call 
them Supreme and Superb. The lab- 
oratory tests revealed no reason why 
consumers should like one better than 
the other. As far as the merits of the 
products were concerned, the makers 
started with equal chances of profit. 
Neither had any discernible advantages 
over the other, except in fitness for 
choosing risks. 
to be a best seller, yielding steady prof- 
its, while Supreme is a failure. 

If a business man is too venturesome 
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Yet Superb turns out 






































in taking risks, he loses; if he is not sf 
ficiently venturesome, he loses, Be. 
tween these two dangers, he must oop, 
trive to find a safe middle ground, 
is like a baseball player who has reached 
first base. The closer he sticks to the 
base, the smaller risk he takes of being 
put out at first; but the smaller are his 
chances of reaching second. On th 
other hand, the farther off the base he 
plays, the greater risk he takes of be. 
ing caught at first; but, if he is not 
caught, the greater are his chances of 
reaching second. The most successful 
base-runner, other things being equal 
is the one who takes such risks that the 
pitcher can almost, but not quite, catch 
him every time he takes a lead for sec 
ond. The most successful runner after 
profits, other things being equal, is the 
one who usually takes his position in the 
middle ground between security and ex 
cessive danger. But neither in business 
nor in baseball is any man infallible in 
his estimate of chances; if he never runs 
what turns out to be too great a risk— 
if he never gets caught off the base, or 
never takes a business chance that re 
sults in a loss—he is overcautious. __ 

Every man who does any kind 0! 
business can at any time use greater (au- 
tion: he can reduce some of his risks. 
He can do less advertising, cut dow 
his stock, diseontinue certain lines, and 
curtail his personnel department. He 
can insure against risks which he himsel 
has previously borne. If he insures his 
factory against fire, he accepts the cer 
tain loss of the premium he pays, which 
otherwise might have been added to his 
profits instead of to his expenses, rather 
than run the risk of a greater loss from 
fire. In many other ways, he can nar 
row the scope of possible losses; but, 
the process, he narrows the scope of 
possible gains. Indeed, as he reducts 
various risks, he increases the risk of 












































failing to make any profits at all. If 


18 not suf. he could transfer all risks, he would 


ses, Be 

~All transfer all dangers of loss and all 
d hopes of profit. Every year many men 

pally ai i b the risks the 

as reached EE {ail in business because the ri y 


take are too great; but every year there 
are other men who fail because the risks 
they take are too small. 

From all this it must be clear that 


cks to the 
$ of being 
ler are his 


On the 
1e base he business men are constantly impelled, 
kes of be. by the powerful urge of self-interest, to 
he is not choose risks as wisely as possible. To 
hances of assume that public officials, selected 
successful through political means rather than 
ng equal, through the struggle for survival in ac- 
s that the tual business, and with no personal liabil- 
lite, catch ity for the losses due to their mismanage- 
d for sec. MEE ment, would choose as wisely among 
ner after business risks as the responsible heads of 
ial, is the business in a profit economy, is to as- 
jon in the Me sume that human nature will suddenly 
y and ex- become entirely different from what we 


1 business know it to be. 


fallible in 


ever runs 


IV 


a risk— 

. base, of If any business man has followed us 
that re ge (0 this point, over ground so common- 
-” place to him, he must have wondered 


why we have not mentioned the business 
risks that seem to him to transcend all 


kind of 


rater Cal: 

his risks others in importance, namely, the risks 
ut down MMe that are due to consumers’ freedom of 
ines, and choice. We have left them to the end, 
ont. He tor reasons that will soon appear. 

e himself Profits and losses, we have pointed 


sures his out, are due mainly to uncertainties that 


“the cer: are inherent in the nature of business, 
ys, which fe Uncertainties that must be reckoned with 
ed to his in any industrial order. Chief among 
s, rather these uncertainties are those that are in- 
oss from Me Merent in human nature. For the end 
can nat: of business enterprise is consumption. 


Production, therefore, looks for its reg- 
ulator to distribution; and distribution 
in turn is regulated by the flow of money 
through consumers’ markets. But this 


3; but, in 
scope of 
reduces 


_ risk of 
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flow of money is directed and condi- 
tioned solely by the daily exercise of 
freedom of choice on the part of 
millions of consumers. What will these 
consumers want? How much will they 
buy at a given price? When will they 
buy? Where will they buy? Nobody 
can answer these questions in advance. 
Nobody can forecast the vagaries of 
human nature. This uncertainty con- 
cerning the ways in which buyers will 
make use of their freedom of choice is, 
indeed, chief among the risks of busi- 
ness—chief, therefore, among the causes 
of profit and loss. 

This uncertainty is due largely to the 
three options enjoyed by the holder of 
money. He can decide ‘‘when”’ he will 
buy, “what” he will buy, and “where” 
he will buy. He has freedom of choice 
concerning the time of spending his 
money. He may withhold it from cir- 
culation as long as he pleases; at least 
he may withhold that part of his accu- 
mulation which he does not need to pay 
taxes and to keep him alive. This is a 
factor that money has introduced into 
business, and one that must be measured 
and reckoned with. Indeed, this time- 
factor every few years threatens to put 
an end to all transactions, and business 
is at its wit’s end to find out how to 
get under way again. 

The holder of money may choose 
among various kinds of goods. He may 
buy a coat of the latest style (new con- 
sumers’ goods); or he may order a 
tractor (new capital goods) ; or he may 
invest in rare books (old consumers’ 
goods) ; or, finally, he may buy a fac- 
tory (old capital goods). He is not 
confined to the choices available in any 
one place. He may spend his money 
locally, nationally, or internationally, 
by mail, telegraph, or cable, wherever a 
system of money exchange is in work- 
ing order. This geographical range of 
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choice of the holder of money gives 
rise to some of the chief risks of busi- 
ness. 

Indeed, it is of the utmost conse- 
quence to the whole economic order in 
what directions the holders of money 
exercise this freedom of choice at any 
one time; for a marked change in the 
relative amounts of purchasing power 
devoted to the four classes of goods 
enumerated above, or a marked change 
in the relative amounts devoted to com- 
modities and to services, causes changes 
in prices, in wages, in profits, and in 
volume of production, often with the 
familiar train of consequences suffered 
in periods of depression. 

Because of these three choices as to 
time and goods and place, which go with 
money, the individual as a buyer is 
almost always in a strategic position. 
Ordinarily, therefore, the individual as 
a seller is the chief risk-bearer, for he 
has but one choice; namely, to sell for 
whatever price the buyer decides to pay 
for his goods, or to keep the goods. 
And to keep the goods very long is to 
court bankruptcy. There are fluctuations 
that affect the degree of the advantage 
of the buyer over the seller; but in all 
markets the advantage persists; and it 
persists by virtue of the three choices 
that go with the buyer’s money. The 
chief risks of business, therefore, are 
due to the existence of consumers’ free- 
dom of choice in a money, as opposed 
to a barter, economy. 


V 


Consumers have virtually unlimited 
freedom of choice. That is merely a 
truism; but we can readily admit the 
truth of that bald statement without 
having any conception of its signifi- 
cance. So it may pay us to consider 
at some length what the free rein of the 
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buyer’s fancy means to business. Every 
day, in the United States, at least ¢, 
000,000 people exercise this freedom, 
Every day they spend at least $109. 
000,000. Every day they buy the com. 
modities and services of their choice 
andnoothers. Dotheychooseto spend 
one-seventh of their income on moto; 
cars and motor-car supplies? Very well 
there is no power on earth to stop them, 
Do they refuse to buy certain magi. 
zines and certain styles of shoes and cer. 
tain kinds of soap? Very well, they 
do exactly as they please. They flock 
to Abie’s Irish Rose. after all the the. 
atrical managers have decided that they 
will not. They buy Main Street eagerly 
until April; then—presto!—they stop 
buying Main Street. Women wear furs 
all summer or refuse to wear them at 
all, as suits their fancy. They suddenly 
decide to bob their hair and dispense 
with veils. The helpless makers of hair. 
pins and veils would junk their machin- 
ery were it not for the hope, the not 
unreasonable hope, that before very 
long women will just as suddenly decide 
that they cannot possibly get along with. 
out hair-pins and veils. All consumers, 
men as well as women, are free today to 
choose as illogically, as unwisely, as c 
priciously, as extravagantly, as they 
please. And tomorrow is a new day: 
what they will demand tomorrow, no- 
body knows. 

Consider what this means to business. 
It means that in producing machines, 
building railroads, organizing banks, 
stocking shops, and so forth, men must 
advance money with no assurance that 
consumers will enable them to get theit 


money back. When a man starts ‘0 sal 
make a pair of shoes in January, he eco 
does not know whether any one wil na 
pay enough for that pair of shoes 0 of 
April to cover the costs. If, however, H - 


every one is to be free in April to by 
























































shoes or not to buy, and to choose 
what kind of shoes he will buy, some- 
body must run the risk in January of 
advancing more money in production 
chan he can ever get back from con- 
sumers. The tire manufacturer borrows 
money, builds a factory, installs machin- 
ery, organizes a sales force, lets adver- 


$s. Every 
least 60, 
- freedom, 
ast $100,. 
y the com. 
tir choice, 
$€ to spend 


ae tising contracts, hires laborers, buys 
stop them, fae LET and fabrics—all on the chance 
ain magi. that, when the tires are ready for use, 
+s and cer. somebody will pay enough for them to 


take care of all these advance payments. 
But will that somebody come forward 
at just the right time and do what is ex- 
pected of him? Nobody in the world 
is wise enough to say. ‘The production 
of tires must go forward, if at all, on 
mere estimates of future demand. What 
these estimates are, what stocks are pro- 
duced, what they cost, the buyer does 
not know or care. 

The typical retail dealer, too, must 
take his chances. As a rule, he must 
put his own money or borrowed money 
into stocks—fur coats for example. 
Then, along with other risks, he must 
run the risk of a general slump in 
prices, or a warm season and a weak 
market for fur coats, or both. But if 
he has paid for the coats, it does not 
matter to the coatmakers how mistaken 
his judgment of the market turns out 
to be. The risk is all assumed by the 
dealer who advances money and holds 
the coats; and the risk is due to the 
fact that consumers are at all times at 
perfect liberty not to buy. 

Now nobody can long run these risks 
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get their This brings us to another fundamental 


fact that is overlooked in our current 
indictments of the prevailing profit 
economy: since the individual’s option 
to buy or not to buy is the chief cause 
of profit and loss, there is no possibility 
of eliminating profit and loss without 
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depriving the individual consumer of 
freedom of choice. 


VI 


The usual analysis of the wastes in- 
volved in the competitive pursuit of 
profits does not dig deep enough to un- 
cover this fundamental fact. ““The chief 
wastes dealt with by socialists,” says the 
Secretary of the Intercollegiate Social- 
ist Society, “are generally those con- 
nected with the distribution of com- 
modities. Competition demands the 
expenditure of enormous sums in secur- 
ing a market. * * * In the printing 
trades, a considerable portion of work- 
ers, ranking in the census as engaged in 
production, are busy at printing ‘not 
books, or newspapers, or magazines, 
but advertising matter, competitive 
price-lists, wrappers, trade-labels, bill- 
heads, account books, posters, and so 
forth, which are merely called into ex- 
istence by the struggle of various com- 
petitive sellers to reach the consumer.’ ? 
and which could largely be eliminated 
under a cooperative system of industry. 
* * * The reader must pay the price.” * 
Such indictments of the capitalist system 
seem superficial. They go far enough 
to uncover competition for the con- 
sumer’s dollar as a cause of wastes, but 
they do not go far enough to uncover 
the consumer’s freedom of choice as the 
cause of competition. As a matter of 
fact, this rivalry among profit-seekers 
in the race for the consumer’s dollar 
is called forth because of the consumer’s 
three options in the use of his dollar. 

There are many ways in which these 
so-called wastes could be reduced; but 
there is only one way in which they 


2 Wells, and others. Socialism and the Great 


State, p. 82. 1912. 


8 Laidler, Harry W. Socialism in Thought and 
Action, pp. 18-20. New York, rg92r. 
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could be “largely eliminated;’’ namely, 
by the elimination of the consumer’s 
freedom of choice. Admittedly, the 
cost of distribution of regulation army 
supplies is small. No efforts are wasted 
in persuading the individual soldier to 
choose this style of overcoat or that 
kind of breakfast food, for he has no 
choice. Provided we were all willing, 
under a system of communism, to accept 
whatever the state produced and allot- 
ted to us, or provided we were willing 
and able, under a price and profit sys- 
tem, to buy at government-fixed prices 
whatever the state produced—an obvi- 
ous impossibility—we could do away 
with most of the present vast costs of 
distribution. 

We must not overlook the fact, how- 
ever, that these efforts of competitors 
to sell their goods are properly called 
“wastes” only if the privilege of choos- 
ing among competing products, and the 
improvement in the products themselves 
that results from this competition, are 
not worth paying for. How much they 
are worth is a question we cannot now 
discuss. Here we seek only to empha- 
size the fact that the consumer’s free- 
dom of choice, which is the chief busi- 
ness risk and therefore the chief cause 
of business profits and losses, is also the 
chief cause of the high cost of distribu- 
tion. 

Under the competitive system, we are 
told, consumers must pay for all the 
costly advertising. In such general 
terms, this is merely a truism. All huv- 
man beings are consumers; there is no- 
body else to pay the costs of advertising 
or any other costs. But this charge 
against a profit economy, though in gen- 
eral valid, often involves the unwar- 
ranted assumption that the individual 
producer or distributer can incur what- 
ever advertising costs he pleases, add 
these costs to the price of his product, 


and collect them from buyers who have 
no option in the matter. Thus the bys, 
ness man’s inescapable risk is ignored 
all because the crux of the situation— 
the fact that the consumers hold all the 
options—is not taken into account. The 
consumers themselves decide, in the 
process of exercising their options, wha 
advertising they will pay for. When 
they refuse to pay, those who have ad. 
vanced the money are not reimbursed. 
And consumers are constantly making 
the refusal. Every year they decide 
that hundreds of thousands of concerns 
shall not collect enough in sales to cover 
the money they have advanced in at. 
tempts to influence choice. The con. 
sumers are the court of last resort: 
there is no appeal from their decision. 

Communism abolishes individual prof. 
it and loss and the “wastes” of distri. 
bution under a competitive system; but 
it also abolishes individual freedom of 
choice. The communistic state decides 
what is good for everybody and under. 
takes to supply each citizen with the 
“standard”’ requirements. ‘There is no 
risk due to changing wants; for the in- 
dividual gets what is allotted to him, 
whether he wants it or not. In like 
manner, the directors of the New York 
Foundling Society decide in December 
on the names, lodgings, occupations, and 
so forth, that are to be assigned to all 
the abandoned children that will be 
found on doorsteps during the following 
year. The children are not consulted 
If all members of society would tum 
themselves over to the care of a board 
of directors, and accept whatever was 
allotted to them, it would be possible te 
organize industry on some other than 4 
profit and loss basis. 

This, then, is the gist of the matter: 
Somebody must determine what goods 
are to be produced. The decision must 
rest either with the government or with 








con 
gor 
sat 
con 


the 


and 
well 
the 


Who have 
$ the busi. 
$ ignored, 
ituation— 
Old all the 
Ount. The 
¢ in the 
Ons, what 
r. When 
> have ad. 
*imbursed 
ly making 
ey decide 
F concerns 
$ to cover 
ed in at. 
he con. 
C resort: 
decision, 
lual prof. 
»f distri. 
tem; but 
edom of 
decides 
1 under. 
ith the 
re is no 
the in. 
0 him, 
In like 
vy York 
cember 
ns, and 
to all 
ill be 
owing 
ulted. 
| turn 
board 
- was 
dle to 
lan a 


tter: 
oods 
nust 
with 





WHY NOT DO AWAY WITH PROFITS? 149 


consumers. It is impossible for any 
government to perform this service with 
satisfaction to consumers. Therefore 
consumers must decide. The only way 
they can make their decisions effective 


—— 


‘That this discussion of the functions of prices 
and profits is far from adequate the authors are 
well aware. They have treated certain aspects of 
the subject at greater length in the January, 1925 
number of the Yale Review, and at still greater 


is through exercising their freedom of 
choice in the ordinary course of market- 
ing. This freedom of choice constitutes 
the chief risk of business, and gives rise 
inevitably to profits and losses.4 

length in the forthcoming volume on Profits in the 
Pollak Foundation for Economic Research Series. 
In another volume of that series, Money, they have 


discussed in detail the points which are merely 
enumerated in Section IV, above. 
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BUSINESS IN THE UNITED STATES 


By PAUL H. NYSTROM 


T is a remarkable fact that the 
United States Government accumu- 
lates censuses and statistics on al- 

most every conceivable subject except 
the business of distribution of goods. 
The decennial census, for example, shows 
the occupations of the people and, con- 
sequently, the number who are engaged 
in trade; but, other than this, it offers 
no data on retailing and wholesaling. 

That there is a need for authentic 
statistics on distribution (other than 
the mere numbers engaged in the busi- 
ness) is clear, for example, when one 
notes the constant criticism, particular- 
ly of retailing, not only from producers 
but from consumers as well. Without 
even the possibility of specific knowl- 
edge of the subject, many people insist 
that there are entirely too many retail- 
ers. Without knowing anything about 
the volume of business which passes 
through the retail trade, or the costs 
of retailing, many do not hesitate to 
assert that retailers are getting too 
much profit. Until we have statistics 
on the subject, such statements are 
merely expressions of opinions as likely 
to be wrong as right. 

Retailers themselves need accurate 
figures concerning the general condi- 
tions of retail business, particularly in 
order to check their individual opera- 
tions against the general trends. 

In this article no substitute for au- 
thentic figures such as the government 
should provide is offered, but, in the en- 
tire absence of anything authoritative, 
the effort has been made to present 
such rough estimates as seem possible, 


with the understanding that they ar 
but estimates and are certain to contain 
inaccuracies. Despite their obvious 
shortcomings, these figures may serve 
some temporary purpose until the Fed. 
eral Government takes up this branch 
of statistical information. In passing, 
it may be noted that at the time of this 
writing, December 1, 1924, there is 
considerable active interest, even dei- 
nite plans, directed towards securing a 
census of trade. Before many more 
years go by, we shall probably have 
some definite figures. 


I 


As indicated above, the federal cen- 
sus, taken every 10 years, presents fig- 
ures showing the number of people en- 
gaged in the retail business; but the cen- 
sus classification of occupations, in re- 
gard to retailing, is still so inadequately 
worked out that even these figures are 
not as helpful as they might be. A few 
illustrations will suffice to show this: © 

In 1920, according to this census 0! 
occupations, there were 1,328,275 re 
tail dealers distributed among 47 dei 
nitely named classes; others are gener- 
ally grouped under “Miscellaneous. 
In addition to the dealers, there were 
413,918 clerks in stores and 1,177,494 
salesmen and saleswomen; 125,007 


laborers, operators, and helpers i 
stores; 26,437 floor walkers, foremen, 
and overseers; 170,235 delivery men: 
8,853 decorators, drapers, and window 


dressers; 113,022 messengers, ger 


and office boys and girls, probably hal 
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of whom were employed in retail stores. 
The total of these groups amounts to 
3,363,241. 

*“The modern store, however, employs 
many other groups of people not in- 
juded in the classifications named in 
the preceding paragraph. No separate 
classifications are made by the census 
for persons in the retail trade who are 
accountants, stenographers, advertising 
writers, elevator operators, restaurant 
and lunchroom employees, janitors and 
cleaners, launderers and laundresses, 
barbers, hair-dressers and manicures, 
doctors, nurses, and welfare workers, 
detectives and competitive shoppers. 
There is not even an enumeration of 
retail store buyers as such. Then there 
are the numerous classes of employees 
engaged in the workrooms and altera- 
tion departments, which form a part of 
nearly ali large retail establishments 
selling apparel of all kinds, as well as 
jewelers, watch repairers, engravers, 
mechanics, painters, paper-hangers, 
cigar makers, cobblers, bootblacks, up- 
holsterers, and so forth. Certainly 
there are at least 100,000 employees of 
retail stores of these classifications mak- 
ing the total engaged in the retail trade 
not less than 3,450,000. 

Furthermore, there are a number of 
horder-line occupations that might per- 
haps be counted as retailing. There 
are nearly 25,000 bakers in the country 
who sell at retail, but the census counts 
bakers as manufacturers. Are the 28,- 
000 newsboys retailers? Are the 25,- 
000 undertakers retail dealers? Are 
movies and theaters retail institutions ? 
Should barber-shops be counted as re- 
tail places of business? What about 


‘Two of the methods used here have already 
heen described by Lawrence B. Mann, of the Fed- 
eral Reserve System at Washington, whose article 
on the subject, “The Importance of Retail Trade 
in the U.S.” appeared in the American Economic 


the 150,000-odd real estate offices? 
And so on. 

I shall not attempt to answer these 
questions. The reader may use his own 
judgment, but even with the doubtful 
classifications omitted, it will be clear 
that the total number of people en- 
gaged in the retail trade in 1920 was 
more than 3,450,000. 

A comparison of the number of peo- 
ple engaged in retailing with the num- 
ber in other leading occupations will 
show the relative importance of retail- 
ing to our national economic life. The 
figures for 1920 were as follows: 


Manufacturing ........... 12,818,524 
REY kee ddeecc neces 10,953,158 
EE . \cckedcacdenssd 3,450,000 
‘jr 3,063,582 
EE 4c inde ae eceied 2,143,889 
REAR ere 1,090,223 
Public Service ..........0: 770,460 


It will be seen from the above that 
retailing ranks third in order of im- 
portance from the standpoint of the 
number of persons employed. 


II 


Passing now from known facts to esti- 
mates, let us address ourselves to the 
question as to what the annual retail 
volume of retail trade is. The estimate 
offered here is that the total volume for 
the year 1923 was approximately $35,- 
000,000,000, or about $320 per capita 
and about $1,500 per family. 

The methods of arriving at this 
estimate, if not adequate, are at least 
interesting as an illustration of the 
statistician’s art of making the most of 
limited possibilities.* 


Review, December, 1923. A third method used by 
Mr. Mann, that is, estimating the total retail trade 
by the income tax returns of corporations engaged 
in the retail business, has not been used by the 
present writer and is therefore not listed in this 
article. 
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One method by which an estimate of 
the total volume of retail trade can be 
secured is by taking the total of manu- 
factured goods and other products 
ready for final consumption, adding to 
this the total imports of consumers’ 
goods for the same year and subtract- 
ing the exports of similar goods for the 
same period. Disregarding the pos- 
sible carry-over from the preceding year 
and similarly the carry-over into the 
next year, the result shows what is ap- 
parently left for consumption within 
the country and which, therefore, must 
pass through the hands of retail dealers 
on the way to consumers. Since the 
figures representing these amounts are 
expressed in terms of producers’, im- 
porters’, and exporters’ prices, an addi- 
tional percentage must be added to 
cover the costs of distribution through 
wholesale and retail channels. Using 
this method, Lawrence B. Mann esti- 
mates that, for 1919, the total retail 
trade was nearly $37,500,000,000. The 
writer, using the same methods, arrives 
at a figure of approximately 34 billions. 
This difference is not surprising when 
one considers how important a part 
personal opinion plays in setting up such 
figures. At almost every step one must 
determine whether the volume manu- 
factured or imported is distributed 
through the retail trade or not; and 
often estimates must be made, as in the 
case of fabrics, on what part is sold to 
retailers for resale to consumers and 
what part is sold for further manufac- 
ture into garments. The totals for 
1923 are probably higher than for 
1919, so that the writer accepts tenta- 
tively the sum of 35 billions as the prob- 
able amount passing through the retail 
trade. 

Another method used by Mr. Mann 
takes the average sales per person en- 
gaged in the retail business as deter- 


mined in certain lines of business ang 
certain localities and assumes that thi 
average amount of business done pe 
capita holds good for the entire coup, 
try. From data gathered by the Hy. 
vard Bureau of Business Research anj 
substantiated by the observation of th 
present writer, it is roughly estimated 
that the average sales per person em. 
ployed in retail stores is not far from 
$10,000 a year. As the number of peo. 
ple employed in the retail business j; 
1920 was about 3,450,000, the total re. 
tail trade would, therefore, be aboy 
$34,500,000,000. Assuming some in. 
crease for 1923 in the number of people 
employed, the total volume would prob. 
ably be somewhat higher, that is some. 
what nearer $35,000,000,000, 

One state only in the entire country 
attempts an enumeration of the actual 
number of dealers and at the same time 
compiles the volume of business done. 
This state is Pennsylvania. Under a 
system authorized by a law passed in 
1899, every retail institution in the 
state must secure a license and pay al 
cense fee dependent upon the volume of 
business done. 

The totals reported in Pennsylvania 
for the years 1920 to 1923 were as fol 
lows: 


Per Capita Pur- Number of Volume of 
Year chases at Retail Retailers Retail Business 
1920 $231.98 138,178 $2,022,902,290 
1921 286.27 149,414 2,496,236.28 
1922 257-35 154,003 2,244,092,224 
1923 274.39 156,434 2, 392,694,915 


Applying the consumer “per capita 
purchases” to the total population of the 
United States taken as nearly 110; 
000,000, the total value of retail trade 
in the country would amount to about 
$30,000,000,000 for 1923. 

On examination of the Pennsylvania 
figures, however, it seems possible that 
the per capita purchases may be too lo¥. 
First: it seems likely that there mé 
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be some error in the number of re- 
ail shops in the state, for the changes 
‘rom year to year seem too great to be 
true. It seems very doubtful that the 
aumber of retailers could have grown 
from 138,000 in 1920 to 156,000 in 
1923, a gain in two years of about 13.7%. 
There is nothing to indicate any similar 
gain in the same period in the number 
of retailers in other sections of the 
country, nor is there any discernible 
reason for such an increase in Pennsyl- 
vania. Following the peak of business 
inflation in 1920, it is fairly certain 
that the number of retail businesses 
throughout the country did not show 
much increase and that in many sec- 
tions it actually decreased. The dis- 
crepancy indicates, if anything, that the 
law was more fully enforced in 1922 
and 1923 than in 1920.? 

Second: it is not believed that the 
licensing system is a certain means of 
getting accurate statements of the vol- 
ume of business done. Since the license 
fee is dependent upon the volume re- 
ported, there must be some temptation 
to understate, but, entirely aside from 
such a temptation, Pennsylvania retail- 
ers are probably like retailers elsewhere, 
many of whom do not know how much 
business they do. Accurate records, 
even of the volume of sales, are not 
kept by all retail dealers. According 
to the observation of the writer, a con- 
siderable proportion, particularly of 
small dealers, are not able accurately 
to give such information. 

_ There is a third possibility, and that 
is that the Pennsylvania retail trade is 
actually less per capita than the trade 


*It is interesting to note that the Pennsylvania 
statistics for 1920 show 138,178 retail concerns, 
while the United States census for the state gave 
only 114,279 retail dealers. This discrepancy can- 
not be explained except, in small part, by the own- 
ership of several stores by the same dealers. The 





for the entire country. The retail 
trade of the coal mining districts and 
certain industrial sections of the state, 
either because of low wage rates or ir- 
regular employment, probably suffers 
in comparison with the average retail 
trade for the country. Certain agri- 
cultural sections of Pennsylvania are 
also more nearly self-sufficient, so far 
as the production of food is concerned, 
than any other part of the country. 
Finally, mail-order house executives 
have repeatedly stated that the state of 
Pennsylvania gives more mail-order 
business to the big Chicago and New 
York mail-order houses than any other 
state in the union. This, if true, would 
also tend to depress somewhat the total 
figure of retail trade in the state. 

It is the opinion of the writer, there- 
fore, that something must be added to 
the total volume of retail trade in 
Pennsylvania, as indicated by the state 
report, and it does not seem that the re- 
sults found by the first two methods— 
that is, $35,000,000,000—would be 
modified by the method just referred 
to. 


II 


Still another method of approximat- 
ing the volume of retail business is to 
use an average American family budget 
and multiply this by the total number 
of families. A most comprehensive 
study of family budgets was made by 
the United States Department of 
Labor in 1918 and 1919. 

The budgets of 12,096 wage-earn- 
ing families from 92 localities were col- 
lected. The total average expenditures 


U. 8. census is probably more inaccurate than the 
Pennsylvania figures. 


3 Bulletin of the United States Bureau of Labor 
Statistics, No. 357 “Cost of Living in the United 


States.” 
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were $1,434.94 per family for one 
year. It was found that the average 
annual income for this group was 
$1,513.29. No comprehensive study 
has ever been made in this country to 
determine the average incomes of more 
general sections of the American pub- 
lic. There have been a number of 
studies of families known to have sub- 
normal incomes and also other studies 
of the incomes and expenditures of the 
purely laboring classes. The study re- 
ferred to here, made in 1918-1919, is 
undoubtedly the most thorough and ac- 
curate ever attempted. 

A recent publication issued by the 
Domestic Distribution Department of 
the Chamber of Commerce of the 
United States entitled, ‘Population’s 
Purchasing Power,” attempts in an in- 
teresting way to show the retail trade 
possibilities of each of 31 out of the 92 
localities studied by the United States 
Department of Labor by taking the 
average per capita expenditures found 
for working families and multiplying 
by the total number of people in each 
place, and similarly taking the average 
per capita expenditures of working 
families of all 92 localities and multi- 
plying by the total number of American 
people and thereby securing an esti- 
mate of the total retail trade amount- 
ing to nearly 22 billions ($21,947,- 
638,923). 

Obviously, the income and expendi- 
tures of a worker’s family do not ac- 
curately reflect an average of income 
and expenditure for all families. In 
the selection of families whose incomes 
were to be studied, the United States 
Department of Labor excluded all in 
which the head of the family was in 
business for himself and also all higher 
salaried workers. There were other mi- 
nor restrictions such as limiting this study 
of families to those with lower in- 


comes, but, on the other hand, all slum 
and charity families were excluded 
The report does not show to what a“ 
tent the families studied represented 
unskilled, semiskilled, or skilled work. 
ers. Naturally, none of the profes 
sions were represented. Public service 
of all kinds was excluded. Farmers of 
all classes, making up nearly a fourth 
of all the families in this country and 
whose gross average incomes are sure. 
ly at least $2,000 per year, were left 
out. Finally, it should be borne in 
mind that the United States Depart. 
ment of Labor was interested primarily 
in finding the costs of living for wage. 
earning families in typical American 
cities. It did not concern itself with 
the possible total expenditure of all 
classes of people. 

It may be safely assumed that the 
average incomes and expenditures of 
the people not included in this study 
were higher than the average incomes 
of wage-earning families. How much 
higher is entirely a matter of guess. 
work. Probably the average income 
for all families in this country is at 
present not far from $2,000 a year. 

The percentages of distribution of 
income determined by the Department 
of Labor for the wage-earning group 
may, perhaps, be taken as fairly typical 
for all families excepting that, in ac 
cordance with Engel’s laws, as incomes 
go higher the percentage expended for 
food is reduced, while the percentages 
for miscellaneous items and savings g0 
up. 
Table I, on page 55, presents the dis- 
tribution of expenses by general classes 
of goods, as found by the Department 
of Labor for wage-earning families, 
and an estimate or approximation of 
the probable distribution of the present 
average American family income. 

Of the items named, part pass 
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TABLE 1. FAMILY EXPENDITURES 



































niece U. S. DEPARTMENT OF LaBOR—1919 |EsTIMATED AMERICAN FAMILY INCOME 
name Percentage of Total Amount Percentage of Total Amount 
Red... ns+sss cnn 38.2 $ 548.51 33.0 $ 660.00 
Clothing......--+-+++eseereeeee 16.6 237.60 16.5 330.00 
LT 13.0 186.55 15.5 310.00 
Fuel and Light.........- seeeee 5.2 74.28 5.0 100.00 
Furniture and House Furnishings g.1 73-22 5.0 100.00 
Miscellaneous and Savings... ... 21.3 306.11 25.0 500.00 
Total......cascueeeeeeeeae 100.0* $1,434.94" 100.0 $2,000.c0 

















a These figures are quoted directly from the report of the United States Department of Labor. They do not balance exactly - 


through retailers and part do not. The 
entire outlay for shelter, that is, rent, 
does not; possibly half of fuel and light 
and about a third of the miscellaneous 
items do not pass through the retail 
trade. The remainder, $1,480, is an 
estimate of the total amount that does 
pass through retail stores, which closely 
approximates the estimate of $1,500 
made earlier in the article and obtained 
by other methods. This amount multi- 
plied by the total number of American 
families, about 24,000,000, gives a total 
of approximately $3 5,000,000,000. 


IV 


As a further check on this estimate 
of the total retail business in 1923, one 
may use the carefully drawn up esti- 
mates of the total national income pre- 
pared by the National Bureau of 
Economic Research. In “Income of 
the United States,” the report of the 
Bureau, on page 13, the total national 
income for 1919, the last year of the 
period covered by this study, is given 
as $66,000,000,000. This is the best 
study of this difficult and intricate mat- 
ter that has been attempted. Its re- 
sults, while only estimates and perhaps 
subject to correction, are probably not 
far from right. Unfortunately, the 
Bureau has not yet published estimates 





for the years since 1919, but it may be 
safely assumed that the total national 
income for 1923, when published, will 
hardly be less than $70,000,000,000. 

Using $70, 000,000,000 as a basis to 
work from, it may be possible to make 
an estimate of the total volume of retail 
trade for 1923 by deducting from the 
total national income those items which 
do not pass through the retail business. 
Among such items are savings, taxes, 
rents, production of goods consumed at 
home, payment for professional and 
personal service and so on. What fol- 
lows is an analysis of such items with 
estimates of the volume of each. 

The most important item of the 
national income which does not pass 
through retailers is savings. According 
to David Friday in the New Republic, 
February 15, 1924, this amounted to 
not less than $12,000,000,000 in 1923. 
These savings took the form of bond 
deposits, purchases and payments on 
real estate and other property, invest- 
ments and speculations in stocks and 
bonds, private loans, insurance, re- 
serves retained in business corpora- 
tions, and so on. 

It has been estimated by David Fri- 
day and others that total taxes for the 
past year were not less than $7,500,- 
000,000. But of this amount all indi- 
rect taxes, licenses, fees, and so on, were 
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probably passed on into the price of 
goods and, as such, were paid before 
income was computed and should not 
be deducted from final savings. Probably 
$2,500,000,000 should thus be deducted 
from total taxes, leaving $5,000,000,- 
000 to be paid out of the national in- 
come. 

About 13,000,000 families, out of a 
total of about 24,000,000 in the coun- 
try, rent their homes. A wide inquiry 
made on the average rentals paid, in- 
cluding all classes of people in all parts 
of the country, leads to the conclu- 
sion that $25 per month is probably not 
far from the average amount paid. 
Estimating that the average rental paid 
amounts to about $300 a year, there 
should be deducted the sum of $3,900,- 
000,000 for rentals that obviously do 
not pass through the retail trade. 

The National Bureau of Economic 
Research included as income, and quite 
rightly, all goods produced and con- 
sumed at home, as well as all income 
from the sale of goods directly from 
producers to consumers. Under this 
heading there are, therefore, large 
items for food, such as vegetables, 
fruits, and dairy produce, as well as 
clothing and furnishings which were 
credited to income, but which do not 
pass through the retail trade. It is 
estimated that about 10%, or $7,000- 
000,000 of the national income, is ex- 
pended in this way. 

From information given in Crain’s 
Market Data Book, for 1923, rough 
estimates have been prepared as fol- 


lows: Professional services of doctors, 
dentists, nurses, midwives, and hos- 
pitals cost $1,775,000,000. Burials 


cost at least $70,000,000 more. Legal 
services for private individuals, not 
charged to business and, therefore, paid 
for out of the national income, take at 
least $250,000,000. Hotels and restau- 


REVIEW 


rants collect $1,250,000,000 and Jay, 
dries $275,000,000. Telephone oj 
charges cost half a billion dollars anny. 
ally, of which $250,000,000 may prob. 
ably be deducted from the national ip. 
come. Gas and electricity for privat 
and domestic use each probably costs 
$400,000,000, or a total for the two 
of $800,000,000. Churches and for. 
eign missions collected $368,000,000 in 
1920, and certainly no less in 1923. 
Charities amount to at least $150,000, 
000. Theaters, movies, amusements, 
club and society dues, according to the 
Bureau of Internal Revenue for 1921, 
show a return of $950,000,000, which 
may be assumed to be no less for 1923. 
Personal services, including the earnings 
of 225,000 barbers, boot-blacks, hair. 
dressers, manicures, probably averag. 
ing $1,000 a year each, and 1,270,000 
servants of all kinds at $500 a year, 
make a total of $860,000,000. 

The total of items listed above to be 
deducted from the national income is 
$34,873,000,000. To this amount 
should be added a figure to cover mis- 
cellaneous outlays not covered in the 
items given above but which are not ex- 
pended through retail stores. Among 
such, for which no estimates are avail- 
able, are railway and steamer fares for 
pleasure trips, and for all purposes in 
which the expenses are not charged to 
any business, also street-car and bus 
fares, and purchases from all vendors 
not usually classed as retailers. These 
items, if we could estimate them, would 
probably bring the total somewhat 
above $35,000,000,000. 

If the total income in 1923 Was 
as estimated above, $70,000,000,000, 
then, by using this method, it will be 
seen that about half of the national i 
come passes through retail stores. !n 
an estimate made of the total retail 
trade in Germany in 1913, according (0 
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Dr. Julius Hirsch, it is interesting to 
note that it was found that the retail 
trade amounted to about half of the 
‘otal German national income at that 
time. Perhaps this proportion of the 
national income may be taken as a fair 
estimate of the amount of retail trade 
at any time. age 
There are certainly inaccuracies in 
all of these methods and in the figures 
to which they are applied, but the fact 
that by employment of five different 
methods, four of them yield a total 
about 35 billions is at least significant. 
An application of the Pennsylvania 
figures to the nation at large shows, as 
we have seen, a total of at least a 
seventh less, but the obvious criticisms 
of that method indicate that an estimate 
of the total volume for the entire coun- 
try, based on these figures, would be 
too small, and the method, therefore, 
tends to support faith in the higher esti- 
mate obtained by the other methods. 


V 


A distribution of the total retail 
trade by the principal lines of merchan- 
dise can be worked out from the fore- 
going by using the percentages of in- 
come distributed by lines in the average 
family budget. To these, certain addi- 
tions can be made from the statistics 
available from the United States Bu- 
reau of Internal Revenue. 

Assuming that $2,000 per annum 
represents the average income of the 
24,000,000 American families, the 
total family incomes would, therefore, 
be about $48,000,000,000. The dif- 
ference between this amount and the 
total of $70,000,000,000 estimated as 
the national income represents the earn- 
ings of businesses of various kinds not 
paid out in any form to individuals, but 
saved or reinvested, or paid out in 
taxes. 
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Table 2 presents the approximations 
of the volume of several items sold by 
retailers. 

TABLE 2. VOLUME OF CERTAIN ITEMS OF 


MERCHANDISE DISTRIBUTED 
BY RETAILERS 








Billions of 


Item Dollars 





Food 
Groceries and meats, and so forth—in- 
cluding only part sold by retailers. Esti- 
mated by taking 33% of $48,000,000,000. .15.8 
Clothing 
Men’s, women’s and children’s—includ- 
ing both ready-to-wear and piece goods, 
but not value of home dressmaking; 
footwear, underwear, hats, and so forth, 
included. Estimated by taking 1612% of 


LOL 7.9 
Furniture and House Furnishings 

Including floor coverings, draperics, cur- 

tains, and so forth. Estimated by taking 

CT GE GaP MOONE: ¢. o.oo cccczeess 2.4 
Automobiles, accessories, oil, gas, and so 

forth. For pleasure purposes only...... 3.0 
RO PUNE dancatcccenieschacranccs 1.7 
Beverages (non-alcoholic), Ice-Cream, and so 

a isnt Cras Gis a5 vba e 06a 0.008% 8 
Camiy ei Chmwrine Gi. oo 6 cen ccc cc cccces 8 
Jewelry, Watches, and so forth*............ 49 
Pianos, Organs, and so forth*............... 46 
PE - To cde ebdvesescaeedscineds eens. la 
Perfumes and Cosmetics*................... IS 
Toilet Soaps, and so forth*................. 15 
EN, tree ga0 iss vahideneieadusionsao 1.17 

ee ee ee oe ae eee 35.00 





*Expenditures during fiscal year ending June 30, 
1921, reported by Babson from the United States Bureau 
of Internal Revenue. There is some duplication be- 
tween the estimate for food and the totals for ice- 
cream and candy. 


V1 

The amount of business done by 
various types of retail institutions can 
also be estimated roughly. For the 
purposes of this article the various 
types may be classified as follows: 
Mail-order houses, department stores, 
commissary or company stores, chain 
stores, and specialty stores. 

According to Boyd’s City Dispatch, 
a concern specializing in the prepara- 
tion of mailing lists, there are 1,225 
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mail-order houses in this country doing 
a general mail-order business running 
over $100,000 a year each. When 
speaking of the retail mail-order busi- 
ness, it is customary to think of Sears, 
Roebuck and Company, Montgomery 
Ward and Company, National Cloak 
and Suit Company, and perhaps three 
or four others. It will be seen from 
these figures that there are a great many 
other mail-order houses. The three 
concerns just named did volumes in 
1923, respectively, as follows: 


Sears, Roebuck and Company. .$215,540,604 
Montgomery Ward and Com- 


ANY ws eeeeeeeeees veeeeee 134,644,436 
National Cloak and Suit Com- 
MT isis¢spkneeueaeneue 52,399,783 


Actually these three concerns prob- 
ably do only about a fourth or at most 
a third of the total retail mail-order 
business. It is estimated that the total 
for the country during 1923 was nearly 
$1,500,000,000, or about 4% of the 
entire retail trade of the country. 

There are about 8,000 commissary 
or company-owned stores located in 
mining, lumbering, and industrial con- 
struction centers, doing a total volume 
of $1,300,000,000, or a little less than 
4% of the total retail trade. 

It is difficult to set an estimate of the 
volume of the department stores of the 
country, for the reason that it is difficult 
to define a department store. Accord- 
ing to the census of 1920, there were 
over 11,000 department store dealers. 
Any examination by actual count in any 
section of the country fails to reveal as 
many department stores as there were 
dealers reported by the census unless 
one includes many small dry-goods and 
general merchandise stores. Perhaps 
a better idea of the number can be ob- 
tained by reference to Boyd’s City Dis- 
patch. This concern offers the names 
and addresses of 6,230 department 
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stores, 3,700 of which do a business oj 
over $50,000 and 445 of which do ¢;. 
000,000 or more a year. 

Taking the term “department store’ 
to mean only the larger institutions do. 


ing $50,000 a year and up, the total - 
volume of these is estimated to be abou b 
$5,500,000,000, or about 16% of the t 

W 


total retail trade. 

In connection with figures on depari. 
ment stores, it should be borne in mind 
that these stores have in many, if not 
most, cases, grown out of dry-good 
stores, and that probably more thay 
half of women’s and children’s apparel, 
much more than half of the yard or 
piece goods, and a large proportion of 
toilet goods are sold through depart. 
ment stores. Probably more than 40% 
of all lines included under the term 
“‘dry-goods”’ is sold at present in depart. 
ment stores. 

There are at present over 4,000 
chain-store organizations in this country 
with about 65,000 unit stores, repre. 
senting practically all lines sold at re. 
tail.4 Chain stores, it is estimated, did 
a volume of $2,800,000,000 in 1923, 
or about 8% of the total retail trade. 
The proportions are much higher than 
the average, however, in such lines as 
groceries, drugs, notions, and tobaccos, 
in which the chains are strongest. 

Adding the volumes of these classes 
of retailers together, we find that they 
do a total of $11,100,000,000, oF 
31.7% of the total retail trade. There 
remains, then, nearly $24,000,000,000, 
or 68.3% of the total, which may be 
presumed to be the amount distributed 
through the regular, old-time retal 
shops, and general merchandise stores. 


In conclusion, readers of this article 
may find much to disagree with. There 





* See Nyserom, Paul H., Economics of Retailing, 
chap. xvi, “Chain Store Systems.” 
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far too high or too low. To forestall 
such criticism, the writer wishes to state 
that he presents this article as an esti- 
mate drawn up as carefully as possible, 
but necessarily inadequate, in the hope 
that it will attract the attention of those 
who may be able to correct such discrep- 


nent store” 
tutions do. 
, the total 
0 be abou 
Jo of the 


On depart. 
le in mind 
ny, if not 
dry-goods 
10re than 
$ apparel, 
} yard or 
Ortion of 
h depart. 
han 40%, 
the term 
n depart. 


r 4,000 
} country 
5, ‘repre. 
d at re. 
ted, did 
Nn 192}, 
] trade. 
er than 
lines as 
ybaccos, 
st. 
classes 
at they 
00, oF 
There 
10,000, 
nay be 
‘ibuted 
retail 
stores. 


article 


There 


tailing, 


VOLUME OF RETAIL BUSINESS 


159 


ancies and errors as may occur there- 
in. The writer has made use of the 
most authoritative figures available and 
known to him. In the interest of better 
estimates of retail trade, both in total 
and by lines, criticism is invited and de- 
sired, particularly if accompanied by 
specific facts. 








AMERICAN INVESTMENT TRUSTS 


By RUSSELL D. KILBORNE 


N enlarged interest in the invest- 
ment trust was distinctly mani- 
fested in the United States dur- 

ing the year 1924, due in part to the 
formation of such trusts in the United 
States—at least six offered their securi- 
ties for sale to American investors in 
that year —and in part to the great 
success achieved by such trusts in Great 
Britain. A third contributing factor is 
the changed financial position of the 
United States. Ours is now a creditor 
nation. We are no longer dependent 
upon Europe for capital to insure our 
industrial development but, on the con- 
trary, we are now exporting consider- 
able capital to Europe and other areas 
to be used either by governments or by 
business enterprises. The most im- 
portant item in our invisible balance of 
trade is the one representing loan trans- 
actions; for example, in 1922 we bought 
foreign securities having a value of 
$963,000,000.2, While this movement 
of capital from our shores will doubt- 
less continue to increase and at an accel- 
erated rate, as yet the small investor 
looks with distrust upon foreign securi- 
ties. The investment trust may be in- 
strumental in overcoming this distrust, 
thereby assisting in the process of trans- 
ferring capital abroad and consequently 
helping our foreign trade. 





1 These were United American Electric Com- 
panies, United American Chain Stores, United 
American Railways, The American’ Trustee 
Share Corporation, The United Bankers Oil Com- 
pany, and the Massachusetts Investors Trust. The 
International Securities Trust of America and the 
Bond Investment Trust are two other investment 
trusts formed in the United States. 


2U. S. Department of Commerce, Trade Infor- 
mation Bulletin No. 144: The Balance of Inter- 


The result of this increased interes 
in the investment trust has been not only 
the formation of these trusts—in this 
respect their formation has been both 
cause and effect—but also the sale of ; 
large number of their securities, Ac. 
cording to the Standard Daily Trac 
Service one investment house sold 3]. 
most 1,000,000 bankers’ shares in three 
investment trusts.* Moreover, the num. 
ber of articles on the investment trust 
which have appeared in both scientific 
and popular periodicals in the past year 
show the interest in this financial de. 
vice.* It may be well, therefore, to 
define the investment trust, to trace 
briefly its history, and then to center 
our attention upon some of the invest- 
ment trusts which have been formed in 
the United States. 


I. Definition of an Investment Trust 


An investment trust is a financial in- 
stitution set up for the purpose of mak- 
ing it possible for the investor to obtain 
a high degree of safety in his invest: 
ment by buying securities of the trust, 
which securities in turn are backed by 
various other securities—stocks and 
bonds. The investment trust is to be 
differentiated from the holding com 
pany. The holding company has com 





national Payments in the United States in 1922, 
Pp. 4. 

3 Special Supplement, August 12, 1924. 

*The following may be mentioned: : 
Management Problems of Investment Trusts, 
HARVARD Business Review, Vol. 2, No. 3; “Th 
Ideal Investment Trust,” Financial World, Avg 
16, 1924; “‘The Investment Trust’ Comes This 
Way,” Literary Digest, August 30, 1922; and the 
Special Supplement referred to in footnote 3 
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into existence almost always for the 
purpose of acquiring control over a 
aumber of smaller concerns with the 
aim of controlling the policies of these 
concerns, while the investment trust 
purchases securities for use as collat- 
eral for its own issues. Moreover, the 
securities issued by investment trusts are 
to be differentiated from collateral trust 
bonds, because the issuance of the latter 
is but an incident in the general conduct 
of a business such as a public utility or 


F steam railroad, while the issuance of 


securities by an investment trust con- 
stitutes the essential business of the in- 


| yestment trust. The management of an 


investment trust company ordinarily 
takes no part in the management of the 
enterprises whose securities are used as 
collateral. 

Nor is the form of organization the 
important thing in the matter of an in- 
vestment trust. Economic service does 
not necessarily have any connection with 
legal form of organization. Provided 
the business has as its chief function the 
issuing of securities based upon hold- 
ings of various kinds of securities so as 
to aflord the investor a high degree of 
safety through diversification, it may be 
well to call the business an investment 
trust whether it be organized as a cor- 
poration, a Massachusetts trust, or 
otherwise. The same principle applies 
to the securities issued by an investment 
trust. Whether such securities be trust 
certificates, secured gold bonds, or 
bankers’ shares, is immaterial, provided 
the business has for its main purpose the 
issuance of securities upon the basis of 
collateral of other securities. 


3 Federal Reserve Bulletin, 64. This study is 
an interesting account of the development of the 
investment trust in various countries in Europe. 

°6 Federal Reserve Bulletin, 1168. 

” HARVARD BUsINEss Review, Vol. 2, No. 3, p. 301. 

*6 Federal Reserve Bulletin, 1169. “The In- 


II. The History of the Investment 
Trust 


The first investment trust seems to 
have been founded in Belgium in 1822.5 
It was not, however, until 1860 that an 
investment trust was set up in Scotland, 
at a time when British bonds were pay- 
ing 3% interest while foreign govern- 
ment and railroad bonds were paying 
5% or 6%.® The higher interest natu- 
rally appealed to Scotch investors, but at 
the same time they did not wish to as- 
sume the risk of losing their entire capi- 
tal by placing all of it in one foreign 
investment. They, therefore, organized 
an investment trust so as to scatter 
the risk. The legal form of this 
institution was the Old English trust. 
A few people experienced because 
of their management of large trust es- 
tates were appointed trustees,’ and capi- 
tal was entrusted to them to acquire se- 
curities. The individual members of 
the trust then received shares in the 
trust in proportion to the capital in- 
vested. If the capital were oversub- 
scribed (as happened later), there 
might be created a second trust, a third, 
and perhaps a fourth.* In such cases 
the second, third, and fourth trusts had 
the same management and by-laws as 
the first. But in each case the manage- 
ment followed the principle of diversi- 
fying its securities, the first one formed 
in Scotland possessing 18 different gov- 
ernment obligations. By 1886, only 
12 such trusts with a capital of £6,500,- 
ooo had their securities listed on the 
London Exchange, although there were 
doubtless more in operation.’ But the 





vestment Trust,” a pamphlet published by Bull and 
Rockwell Company of New York, lists three such 
trusts under the name of the Edinburgh Investment 


Trusts. 
96 Federal Reserve Bulletin, 1169. 


10 Jbid., 1170. 
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movement grew rapidly, so that at the 
present time there are more than 150 
such trusts whose securities are listed 
either in London or in various Scotch 
cities." 

Many of these investment trusts have 
paid dividends of from 20% to 30% a 
year on their common shares and a 
bonus from time to time.’? Some of 
these trusts reduced their dividends dur- 
ing the period of the World War, al- 
though many of them continued the old 
rate or even increased it. Since the war, 
however, the amount of British capital 
seeking investment abroad has probably 
decreased because of heavy taxes; and 
this in turn has led some of the British 
trusts to endeavor to push the sale of 
British securities abroad." 

It must not be understood that all 
British investment trusts have been 
highly successful. One formed in 1909 
invested most of its funds in securities 
issued by Russian corporations with re- 
sults that have been far from good." 
This case simply illustrates the necessity 
of diversifying investments widely. 

What has been responsible for the 


success of these British investment 
trusts? First, favorable articles of in- 
corporation. The directors are given 


very wide powers. They may sell se- 
curities already purchased to take a 
profit or to avoid losses. There are no 
restrictions imposed upon the directors 
as regards the kind of security to be 
purchased, with the exception of buying 
a security which imposes an unlimited 
liability upon the investment trust. The 
only restriction imposed upon them is 
that ordinarily not more than 10% of 
the capital of the trust may be invested 


11 Jbid., 1170: “The Investment Trust.” 


12 See The Investment Trust for a record of the 
dividends of some of these companies. 


18 Federal Reserve Bulletin, Vol. VI, p. 1173. 


14 Idem. 
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in any one security. This wise restric. 
tion has led to a great diversification oj 
investments—the thing without whic 
the investment trust could not succes 
The following approximate figures 
show the number of different securitic 
held by some of the British investmen; 
trusts: 1° 


Number of 

Company Securities 
American and General........... 260 
United States and General........ 200 
First Mercantile .......00-c0e0s: 500 
OT ee a ae 500 
Piet Settled . .csadidsckekebos 300 


A second cause for the success of the 
British investment trust has been good 
management. Good management, jn 
turn, has been shown in a judicious ¢. 
lection of securities, keeping down the 
expenses of administration—a compe. 
tent writer states that it ought not to 
exceed one-half of 1% of the invested 
capital—and, above all else, in a far. 
sighted dividend policy which sets up 
reserves to take care of losses." 

When we look at Continental Europe 
we find that the investment trust has not 
been so successful as it has been in Great 
Britain. This lack of success has been 
due largely to poor management. | 
many instances these trusts have been 
more in the nature of financial trusts 
than investment trusts. In other words 
their function has been to promote en 
terprises rather than to purchase secur 
ties of seasoned enterprises. Moreover, 
in many cases these trusts have beer 
formed as an appendage to a large bank 
with disastrous results.‘7 Then, too, 
some of them have been formed for # 
purpose which comes close to being 
fraudulent. For example, the Zentral- 


15 Information supplied by Bull and Rockwell 
Company. 





16 HarvarD Business Review, Vol. 2, No. 4? 
298. 


17 Federal Reserve Bulletin, Vol. VII, pp- 
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bank in Berne, Switzerland, formed two 
‘avestment trusts in 1906 and 1907. 
Soon after their formation the directors 
of the Zentralbank unloaded upon these 
two trusts at high prices securities which 
they wanted to dispose of, with disas- 
trous results to the investment trusts.’* 
On the whole, therefore, it is not in- 
correct to say that the investment trust 
because of poor management has not 
been so successful in Continental Europe 
as it has been in Great Britain. 


ILI. Form of Investment Trust Organ- 
ization in the United States 


The International Securities Trust of 
America was, so far as the writer has 
been able to discover, the first invest- 
trust formed in the United 
This trust was formed in 
April of 1921. The Bond Investment 
Trust, the Massachusetts Investors 
Trust, the American Trust Share Cor- 
poration, United Bankers’ Oil Com- 
pany, United American Chain Stores, 
incorporated, United American Rail- 
ways, Incorporated, and United Ameri- 
can Electric Companies were formed in 
1923 or 1924.” 

The International Securities Trust of 
America, the Bond Investment Trust 
and the Massachusetts Investors Trust 
are organized as Massachusetts trusts, 
sometimes called “voluntary associa- 


ment 
States.?° 





'8 Ibid., pp. 65-66. This danger is always present 
when an investment trust is formed as an appen- 
dage to a bank. 


1° Edge corporations formed under the provisions 

of Section 25(a) of the Federal Reserve Act are 
not, strictly speaking, investment trusts. The two 
in existence at the present time are of the accep- 
tance type. Lawrence M. Speaker: The Invest- 
ment Trust, p. 40. This recent study states that 
The Overseas Trading Corporation is the nearest 
American approach to the British plan of the in- 
vestment trust. Ibid., p. 60. The International Se- 
curities Trust of America 1s more nearly like the 
British plan of the investment trust. 


onsist, of shares of stock issued by 
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tions.” *4_ The management of these 
trusts is placed in the hands of trustees, 
not less than three nor more than seven- 
teen in the case of the International 
Securities Trust of America 2? and not 
less than three nor more than five in the 
case of the Massachusetts Investors 
Trust.*® This form of organization 
offers the possibility of much quicker 
action than could be secured in the case 
of a corporation. At the same time it 
provides for continuity of management 
because the trustees are selected for life, 
they select another trustee when one 
dies, and in general they are not sub- 
jected to the restrictions imposed upon 
directors of corporations. In _ the 
case of the International Securities 
Trust of America the deed of trust 
states that the trustees “have absolute 
control and conduct of all business of the 
trust.” 24 The trustees in this case need 
not even be shareholders. They are 
also to prescribe the standard to be 
used for purchasing securities. This 
standard may be changed but not low- 
ered. The three United companies 
were incorporated under the laws of the 
state of Delaware, where the incorpo- 
ration laws are very favorable. Each 
company was capitalized at $100,000. 
Among some of the favorable features 
of the incorporation laws of Delaware 
may be mentioned the failure to impose 
an inheritance tax upon the estate of a 





20 The American Trustee Share Corporation and 
the United Bankers’ Oil Company are so similar 
in most respects to the three United companies that 
what is said about the three United companies can 
be applied to these two companies. 


21 For a discussion of the Massachusetts Trust, 
see C. W. Gerstenberg, Financial Organization and 
Management, pp. 56-71. 


22 Amended Declaration of Trust, 2. 
28 Agreement and Declaration of Trust, 6. 


243. This control is, however, subject to cer- 
tain limitations of no very great importance. 
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non-resident decedent *> and the fact 
that stockholders or directors may hold 
their meetings outside the state. 


IV. Collateral 


The collateral back of the security 
issues put out by these trusts may be 
divided into two different groups—spe- 
cial collateral and general collateral. 
The collateral back of the bankers’ 
shares issued by the three United com- 
panies is of the first kind. It consists 
of stock, mostly common. In the case 
of the United American Chain Stores 
the collateral consists of 148 shares of 
stock in 14 different chain-store com- 
panies, including such companies as the 
United Drug Company, F. W. Wool- 
worth Company, S. S. Kresge Company, 
and others. Against this collateral 
there are issued 1,000 bankers’ shares 
for every 148 shares of stock so de- 
posited with the Empire Trust Com- 
pany. 

These different chain-store companies 
operate 19,357 chain stores in the 
United States and Canada. Their sales 
have increased about 800% from 1914 
to 1923, their net profits have increased 
about 508%, and their cash dividends 
have increased 242% in the same pe- 
riod. Only 4 of these companies have 
any funded debt and this is very small. 
One hundred and ninety shares of stock 
in 10 electric light and power companies 
constitute the collateral for every 1,000 
bankers’ shares issued by the American 
Electric Companies. These electric 
light and power companies have had 
excellent records and are regarded as 
the best in their field. Railroad stocks 
comprise the collateral back of the 


25 The Standard Daily Trade Service in the Spe- 
cial Supplement dated August 12, 1924, mentions 
this as an advantage of the investment trust. This 
is not necessarily so because an investment trust 
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INTERNATIONAL SECURITIES TR UST OF AMERICA 
June 30, 1924 


bankers’ shares issued by the Unites 
American Railways. Stocks in 17 rail. 
way companies are deposited with the 
Empire Trust Company at the rate of 
115 shares of stock for every 1,00 
bankers’ shares issued by the United 
American Railways. These railway 
companies have a high credit rating and 
have been very successful. It is worth 
while to note that in each case of the 
above-mentioned companies the collat. 
eral consists entirely of stock, mostly 
common, in a particular business—chain 
stores, railroads, and electric light and 
power. These companies, whose shares 
have been deposited with the trustee, 
operate in different parts of the United 
States and Canada, thereby insuring a 
greater degree of diversification and 
safety. 

The collateral back of the shares 
issued by the American Trustee Share 
Corporation consists entirely of com. 
mon stock of 10 different corporations 
—all industrial except the American 
Telephone and Telegraph Company. 
Shares of stock in oil companies com- 
prise the collateral securing the shares 
issued by the United Bankers’ Oil Com. 
pany. In the case of the Bond Invest. 
ment Trust the securities at present con- 
sist entirely of bonds of various public 
utility companies. To repeat, the se- 
curity securing the shares issued by these 
6 different investment trusts is of 4 
special character. The general collat- 
eral securing the shares issued by the 
Massachusetts Investors Trust is much 
more diverse in character than the col- 
lateral securing the shares issued by the 
investment trusts mentioned above. 
The collateral in the case of the Massa- 
chusetts Investors Trust consists, or wil 





which does not issue bankers’ shares but some othe! 
type of security would not possess this advantage 
This advantage is really the advantage of the 
incorporation laws of a state. 
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onsist, of shares of stock issued by 
ore than 200 companies representing 
about 60 different industries comprising 
among others the 5 great groups—bank- 
ing, railroads, public utilities, insurance, 
and industrials. Some of these groups 
are still further subdivided as, for ex- 
ample, the industrial group which in- 
cludes among others equipment com- 
panies, sugar companies, and the like. 
According to the deed of trust not more 
than ¢% of the par value of the trust 
certificates issued may be invested in any 
one stock, and the trustees may not se- 
lect any stock which does not appear on 
the approved list. It is to be noted that 
this collateral includes securities issued 
by diferent businesses and is, therefore, 
called “general” collateral while the 
other is called “special.” However, the 
collateral in the case of the Massachu- 
setts Investors Trust, like that of the 
three United companies, consists entire- 
ly of stocks, not bonds. 
The securities issued by the Interna- 
tional Trust of America are secured by 
collateral which differs in two important 
respects from the collateral securing the 
trust shares issued by the other invest- 
ment trusts: first, the collateral consists 
of both stocks and bonds; and, second, 
the collateral comprises securities issued 
by companies or governments other than 
those of the United States. Twenty- 
four countries are represented by the 
collateral securing the issues put out by 
the International Securities Trust of 
America, including such countries as 
Belgium, Denmark, Switzerland, and 
others. This represents, perhaps, a 
more complete diversification than that 
obtained by the other investment trusts. 
Moreover, the deed of trust in the case 
of the International Securities Trust of 
America places the following-important 


restrictions upon the investments of this 
trust : 





































must continue until the fund is equal to five 
times the annual bond interest. 


AMERICAN INVESTMENT TRUSTS 


AMERICAN INVESTMENT TRUSTS 


165 


1. Not more than 70% of the funds of the 
trust available for investment may be invested 
in securities originating in the United States. 

2. Not more than 35% of the funds of the 
trust may be invested in securities originating 
in England. 

3. Not more than 10% of the total funds 
which may be so invested in any securities 
originating in any one country may be placed 
in securities originating in any one distinct 
class of business. 

4. The amount invested in any one security 
originating in any one country is restricted 
according to the amount available for invest- 
ment, so that if $1,000,000 is available for 
investment not more than 134% may be in- 
vested in any one security other than govern- 
ment bonds. 

5. The trust cannot hold a majority of any 
one issue of securities. 


As a matter of fact, on October 15, 
1923, this investment trust had more 
than 200 different securities; and by 
December 31, 1923, this number had 
increased to 400, 90% of which had a 
rating of Baa or higher. This number 
was still further increased by June 30, 
1924. Table I, on the following page, 
shows the securities held by this invest- 
ment trust on June 30, 1924.7° 

The number of securities owned by 
the International Securities Trust of 
America is, therefore, in excess of the 
number of securities owned by any one 
of the five British investment trusts pre- 
viously mentioned. 

After purchase, the different securi- 
ties are deposited with a trustee in 
accordance with the provisions of the 
trust deed. The trust company then 
collects the interest or dividends and 
pays the holders of the investment trust 
securities their interest or dividends. 
Any additional dividends paid by the 
companies, whose securities are used as 
collateral, are in general used for the 
benefit of the shareholders of the trust, 


26 From information supplied by Embree H. Hen- 
derson, vice-president of Bull and Rockwell Com- 


pany. 
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TasBLe I. INTERNATIONAL SECURITIES TR UST OF AMERICA 
: nt Se ee mi 
| es... ee ee tin 
Class of Investments Bonds Preferred Common Total tes 
Stocks Stocks - ; 
a - Snail pé 
United States Rails... -sss++++|$ $6,452.26 |$ 15,315.50 | $16,216.10 |$ 87,983.86 (4s) ed 
United States Public Utilities.| 66,898.40] 25,044.82 6,662.03 98,605.25 | (65) of 
United States Industrials. .... 215,690.00 | 200,548.43 | 20,131.75 | 436,370.18 | (203) pi 
Foreign Corporations. ....... 95,115.25 | 22,568.60 4,040.00 | 121,723.85] (c9) st 
Foreign Governments........ 160,747.15 160,747.15 | (4) - 
— ee —- HE st 
Total rer seen eens $594,903.06 |$263,477-35 | $47,049.88 |$905,430.29 | (40° = 
Number of Securities. . . . 349 165 38 552 h: 
Percentage in Each...... 65.7% 29.1% 5.2% 100.0% r 
the cestuis qui trustent, to use the legal shares without par value. The seria! 
term. ‘his naturally leads to a discus- gold bonds bear interest at the rate of . 
sion of the securities issued by these 6% a year and are redeemable x t 
different American investment trusts. 107.50 and accrued interest on 60 days b 
notice. They may be issued only under es 
V. Securities Issued by American the following conditions: a 
; r S| 
Investment Trusts 1. The collateral back of them must b a 
_ equal to at least 115% of the bonds issued ) 
The Massachusetts Investors Trust or to be issued. : d 
issues but one type of security. This is, 2. This collateral must be diversified « te 
in effect, common stock having a par _ follows: me } 
value of $50 a share offered for sale at (a) Not more than 107% of the face 
$52.50 a share. The United companies value of the collateral may at any time 
ert tes hted al ‘i led be the securities of any one government, 
sone ” = oe oS wey) Se state, municipality, or other governmental 
bankers’ shares. The price of these authority. . 
shares ranged from $14 a share in the (6) Not more than 3% of the fac % 
case of the United American Railways value of the collateral may be securities of i" 
to $16.25 a share in the case of the any one company @ aaa sll R 
United Chain Stores. These prices are, (d) When $1,000,000 or more = f 
f bie h: The Bond are outstanding, there must be pledged with | 
OF COUFSE, CHDIEC CO Chuage. vh-wene the trustee securities put out by at leas I 
Investment Trust, the United Bankers 400 different issuers. e 
Oil Company, and the American Trus- 3. When bonds are issued, the total assets " 
tee Share Corporation also issue but of the International Securities Trust hegre : 
one type of security similar to that ica figured at net cost price, and after ¢ 0 
issued by the Massachusetts Investors ‘ucting all indebtedness except “plage \ 
ey oe ee . ' serial gold bonds, must be equal to 180% U 
lrust. i oa of the outstanding bonds, including those 0 
The capitalization of the Interna- _ be issued. a 


tional Securities Trust of America, on 
the other hand, includes $40,000,000 of 
secured serial gold bonds, $25,000,000 
of cumulative preferred shares with par 
value of $100, and 800,000 common 






4. Beginning July 1, 1924, after setting 
aside accrued bond interest, but before declar- 
ing dividends on either the common or pit 
ferred stock, not less than 15% of the t 
maining net earnings must be set aside 3 * 
Bond Interest Reserve Fund. This procedute 
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cedure would be open only to those 
who are large investors, while the ap- 
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ability which the small investor dogs not 
possess. How can a railraad ene. 
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must continue until the fund is equal to five 
times the annual bond interest. 

The cumulative preferred stock now 
paying 7% must have back of it assets 
equal to at least 133% of the par value 
of the preferred stock. In event of 
passing the dividend on the preferred 
stock and not being able to pay it dur- 
ing the following year, the preferred 
stockholders have full voting power 
which is to continue until all dividends 
have been paid. The common stock at 
the present time is paying dividends of 
$$ a year. 

“It may not be amiss to state here that 
for the six months ending June 1, 1924, 
the bond interest requirement on the 
bonds issued by the International Se- 
curities Trust of America was earned six 
and three-quarter times, the preferred 
stock dividends were earned four and 
one-half times, leaving a balance avail- 
able to the common stockholders equal 
to $12.12 a year.?? 


Vl. Marketability of Investment Trust 
Securities 


Marketability as used in connection 
with securities conveys the idea of be- 
ing able to buy or sell securities on some 
exchange, generally interpreted to mean 
the New York Stock Exchange. Un- 
fortunately, there seems to be preva- 
lent a belief that the authorities of this 
exchange will not permit the listing of 
investment trust securities.2* This is 
not true. According to the president 
of the Exchange, each application for 
sting such securities will be dealt with 
on its own merits.2° The Exchange has 
adopted a resolution: 


ant. 2 ae 

This information is taken from the letter sent 
out by the International Securities Trust Company 
to its bondholders and shareholders. 


28 ° ‘ 
It has been said that, because the investment 
ag may decrease the supply of securities ordina- 
tily dealt in on the Exchange, the authorities of 


That participation by a member of the Ex- 
change or Stock Exchange firm in the forma- 
tion or management of investment trust cor- 
porations or similar organizations which in 
the opinion of the Governing Committee in- 
volve features which do not properly protect 
the interests of the investors therein may be 
held to be an act detrimental to the interest 
or welfare of the Exchange. 


The reason for the adoption of this 
resolution, to quote from the letter of 
the president, was “that several plans 
for investment trusts had come to the 
attention of the Exchange, which ob- 
viously did not protect the interests of 
the investors.’’ Whether or not the 
securities issued by these different in- 
vestment trusts do properly safeguard 
the interests of the investors in the opin- 
ion of the Exchange authorities is a 
question which at the present time can- 
not be answered. 

If the New York Stock Exchange 
should not allow the listing of invest- 
ment trust securities, there is still the 
possibility of listing them on the Curb 
Market, or on the stock market of other 
cities. Then, too, there might be de- 
veloped a large over-the-counter mar- 
ket for these securities. If there is a 
wide-spread distribution of these securi- 
ties, we may rest assured that a mar- 
ket for them will be developed.* 

As a matter of fact, the bankers’ 
shares issued by the three United com- 
panies do possess a high degree of mar- 
ketability, provided one owns 1,000 
shares of any one of these three com- 
panies. The agreement provides that 
one can exchange a block of 1,000 
shares for the collateral back of them; 
and this collateral, in turn, has an ex- 
cellent market. However, this pro- 





the Exchange are opposed to investment trusts. 
29 Personal letter dated August 13, 1924. 


80 Since the above was written, quotations on 
investment trust securities have appeared in the 
New York Times and the Aanalist. 
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managers of the investment trust are of thetrust. Such restrictions were quite 
__«enally looking after the contents of common in British investment trusts in 
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cedure would be open only to those 
who are large investors, while the ap- 
peal of the investment trust is to the 
small investor. Moreover, the large in- 
vestor is the very one who would not 
be very anxious to exchange these 
shares for the collateral back of them, 
because he would then lose one of the 
chief advantages of holding these bank- 
ers’ shares—that of paying no inheri- 
tance tax. 
VII. Services of the Investment Trust 
First and most important among the 
services performed by the investment 
trust is its ability to meet the needs of 
the small investor. The number of 
houses selling securities on the partial- 
payment plan—unfortunately many of 
them were crooked—and the sale of 
Liberty bonds, showed the possibilities 
and revealed the large amount of cap- 
ital saved by the small investor. 
Though the problem of reaching the 
small investor has received attention 
from the Stock Exchange *! and from 
investment bankers, and many bond is- 
sues are now put out in $100 denomi- 
nations, making it possible for the small 
investor to buy a “baby”’ bond if he so 
desires, it is unfortunate that bond 
houses cannot afford to expend much ef- 
fort in selling to many small investors. 
Consequently, not much progress has 
been made by bond houses in that line. 
But there still remains the problem of 
selecting good securities, even if the 
small investor is visited by a bond sales- 
man. The small investor is in no posi- 
tion to make wise selections from a va- 
riety of investments, for this is a busi- 
ness requiring considerable training and 


51 At one time the authorities of the Exchange 
gave considerable thought to the advisability of 
allowing sales of stock in units of fifty shares in- 
stead of one hundred. 
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ability which the small investor does hot 
possess. How can a railroad engineer 
compare the relative investment Values 
of a share of common stock in the Penn. 
sylvania Railroad, the recent German 
bonds, and the preferred stock of the 
United States Steel Corporation? Ob. 
viously, the small investor, even assum, 
ing that bond salesmen could afford t; 
call on him, does not possess the tech. 
nical knowledge necessary to select good 
securities. 

Here is where the investment tray 
can be of real help. The managers of 
such trusts may be expected to have 
both the training and the time neces. 
sary to make a careful study of inves. 
ments. This expert advice is at the dis. 
posal of the small investor and he can 
make use of it by buying securities js. 
sued by the investment trust. It gives 
him the benefit of the training and ex. 
perience of men whose business it is to 
know about investments. 

But the investment trust serves the 
small investor in another way. It tends 
to make for a greater degree of safety 
in investments by means of a degree of 
diversification not otherwise available 
except to the large investor. The in 
vestment trust invests its capital ina 
number of securities and then uses the 
income from these securities to pay it 
terest on its bonds or dividends on it 
stock. The small investor, because 0! 
the small amount of money he has avail 
able for investment, is unable to diver: 
sify his investments to any extent. He 
is more or less obliged to put his egg" 
one basket. But when he purchases s¢ 
curities issued by an investment trust he 
in effect, breaks the content of his egg 
among many baskets, resulting in 
added degree of safety because, while 
some of the securities owned by the 
vestment trust may go “bad,” others 
may be going “good.” Moreover, tht 
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tion? Oh. The investment trust performs a sec- 
Ven assum. ond service essentially social in its na- 
1 afford to ture. The small investor, who has a 
S the tech. safe outlet for his capital in the form 
select good of investment trust securities, is encour- 


aged to save. It makes for thrift and 


ment trust capital accumulation among members of 
anagers of the community, who in turn become 
1 to have more interested in questions of taxation 
ime neces. and the like. A large class of people 


of this sort is an asset to any country, 
because the magic of private property 
not only turns grains of sand into gold, 
but also alters one’s outlook upon 
life.*? 
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Will the investment trust take a place 
among the financial institutions of this 
country? The answer to this question 
depends almost entirely upon the man- 
ner in which these trusts are managed. 
To quote from a recent pamphlet, “the 
difference between high and low divi- 
dends is the skilful and yet cautious 
management which characterizes the 
companies of cosmopolitan interest.” * 
What, then, does careful management 
imply? First, a deed of trust which 
does not unduly restrict the activities 


“* Other services of the investment trust are to 


trust he. be found in Lawrence M. Speaker: The Invest- 
his egg “ag eae. PP. 60-68. As Mr. Speaker points out 
te rn {ns connection, the investment trusts placed 
§ vi eir securities at the disposal of the British Gov- 
se, while ernment during the recent war and the Government, 


in turn, used them as collateral for loans. 
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of the trust. Such restrictions were quite 
common in British investment trusts in 
the earlier days, but experience has 
shown that these restrictions imposed a 
burden upon the trust.** Hence, deeds 
of trusts need to give the trustees rather 
liberal powers. Second, a trust com- 
pany of unquestioned integrity must be 
selected as the trustee. This is so ob- 
vious that it needs no_ explanation. 
Third, the trustees must be men of un- 
impeachable character and _ honesty. 
They must realize that they are trus- 
tees. This means, among other things, 
that they must give their work serious 
thought and attention. It means that 
the trustees must not use their office as 
a means of unloading upon the trust 
worthless securities in which they are 
interested. A fourth factor making for 
good management is the wise selection 
of securities to be purchased by the 
trust. Now such securities need not 
possess the high degree of safety found 
in Liberty bonds or high-grade state 
bonds. Here safety is overemphasized. 
It does mean the avoidance of purely 
speculative securities. In this connec- 
tion it is interesting to note that the 
cable address of an English firm very 
active in trust company management is 
“Fledgling Stock.” There is no objec- 
tion to buying fledglings, provided the 
fledgling shows real possibilities of 
flight.** In other words, an investment 
trust can frequently buy securities which, 
for one reason or another, are selling 
at prices which make them bargains. 





Division of the Department of Commerce. It has 
in it many interesting facts about British invest- 
ment trusts, its discussion of accounting methods 
being especially good. 


84 HARVARD Business Review, Vol. 2, No. 3, p. 
297. The trust form of organization in Great Brit- 
ain has been superseded by the corporate form. 
Leland R.: British 


35 Robinson, Investment 


Trusts, p. 9. 
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This, of course, involves discrimination, 
but that is what investment trust man- 
agers ought to possess. 

Perhaps the way in which the divi- 
dend policy of an investment trust is 
managed is the best test of good man- 
agement. The chairman of the Edin- 
burgh Investment Trust states that one 
of the secrets of trust management is 
to allow a portion of the net revenue 
to accumulate at compound interest.*® 
This is, in effect, the setting up of a re- 
serve to take care of future losses. This 
is especially necessary because these 
trusts are making an appeal to the small 
investor, one who needs safety and is 
unable to understand why a dividend 
rate should fluctuate, especially down- 
ward. The Scotch companies fre- 
quently have both visible and invisible 
reserves to take care of future losses. 
It is interesting to note in this connec- 





36 Robinson, Leland R.: British Investment 


Trusts, p. 24. 
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tion that one of the American inves, 
ment trusts has had a part of its col. 
lateral common stock in the American 
Woolen Company. This company has 
recently passed its dividend. It is no; 
unreasonable to suppose that other com. 
panies, whose stocks are collateral jp. 
vestment trust shares, may at some time 
in the future be obliged to reduce or 
omit their dividends. This will reduce 
the income of the trust and also reduce 
the value of the shares. To provide 
for emergencies like this it is much bet. 
ter for the investment trust to start with 
a small dividend, to accumulate large 
reserves to take care of future losses, 
and then in the future, if it seems wise, 
to issue a stock dividend. This is con- 
servative, to be sure, but that is neces. 
sary in investment trust management. 
It prepares for the seven years of fam- 
ine. Failing in good management, the 
investment trust company will be 
weighed in the balance and found want- 


ing. 
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MANUFACTURING OPERATIONS AND 
THE BUSINESS CYCLE 


By WILLIAM L. CRUM ann HOMER B. VANDERBLUE 


alternation of activity and depres- 

sion—frequently creates impor- 
tant problems of general, as well as of 
detail, policy for the manager of a man- 
ufacturing enterprise. Active business 
is likely to cause increased operations, 
larger commitments for materials, and 
sometimes, as orders accumulate beyond 
capacity, new investment in plant and 
equipment. Inactive business, on the 
other hand, is likely to result in curtail- 
ing output, in holding down commit- 
ments and in avoiding investment in 
fixed assets. A decision to buy or sell, 
to curtail or to expand, to wreck or 
build—typical tasks of the executive of 
a manufacturing business—necessarily 
requires a forecast of the course of busi- 
ness during the months ahead. 

For the making of such forecasts the 
statistical methods developed in recent 
years for the study of the business cycle 
can often be of considerable assistance, 
especially where the executive finds that 
his business is responsive to what may 
be called general cyclical influences. If 
a close relationship between general 
business conditions and the operations 
of a particular company can be dis- 
closed, the importance of an analysis 
which measures the character of that re- 
lationship must necessarily be large. 


T business cycle—the recurrent 


be This is the case with the Public Service Elec- 
‘ric Company, recently studied in the pages of this 
REVIEW: “The Relation of a Public Utility to the 
Business Cycle,” by the present authors, Vol. 2, pp. 
409-420; Vol. 3, pp. 8-19. 


‘For a study of building construction activity 
as affected by general business conditions, see “An 





——=>= 


Even where the seasonal and growth 
factors are more important than the in- 
fluence of changing business conditions, 
modern statistical analysis can be uti- 
lized in the creation of seasonal stand- 
ards and in the appraising of the prob- 
able effect of changes in general busi- 
ness, no matter how slight.* 

The present discussion is concerned 
with two quite distinct manufacturing 
enterprises, one engaged in making 
hard-wood flooring, and the other, ma- 
chinery and equipment. While demand 
for the products of the former is limited 
to building construction and repair, the 
demand for the products of the latter is 
dependent upon general industry. In 
both instances, it is believed, the influ- 
ences of the business cycle are impor- 
tant.2, The data which we shall con- 
sider are such as many executives al- 
ready possess and use: orders entered, 
sales billed, production, stocks on hand 
and unfilled orders (whether measured 
in dollars or physical units) and net 
earnings. 


I. Flooring 


The data covering the operations of 
the manufacturer of hard-wood flooring 
were quite complete and _ included, 
monthly from 1919 to date, the follow- 
ing important statistics of the business: 





Analysis of Building Statistics for the United 
States,” by Joseph B. Hubbard, Review of Eco- 
nomic Statistics, Vol. 6, pp. 32-62, and especially 
Dr. Hubbard’s general conclusions on cyclical 
movements in the building industry, 1910-1923, pp. 
38-41. Statistics are not now available for a 
parallel study of the demand for machinery and 
equipment. 
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FLOORING PRODUCTION, WITH AND WITHOUT CORRECTION FOR SEASONALITY 
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production, unfilled orders, stocks on ures, whether in tabulated or charted 
hand, sales (orders entered), and ship- form, suffices to reveal the extreme ir. 
ments.* All figures were in thousands regularity of the fluctuations in produc- 
of board feet; and thus the absence of tion, sales, and shipments. That such 
the dollar factor removed any obstacles irregularity should be revealed in the 
due to price changes, and in particular data applying to a particular concern is 
due to the inflation and deflation follow- not surprising, however; certainly less 
ing the war. steadiness would be expected than in 

A brief examination of the actual fig- corresponding data for a group of sev- 


were generously furnished by a member of that 

8 Arrangements to secure data for this case were association. The authors are grateful also to Mr 

made through the courtesy of Mr. George W. W. Floyd Maxwell, assistant statistician of the 

Keehn, secretary of the Maple Flooring Manufac- Harvard Economic Service, for cooperation in ana- 
turers’ Association; and the figures actually used  lyzing the numerical material. 





Tas_e Il. FLoorinc Propuction, AcTuAL Data (upper series) In THOUSANDS OF 
Fret, AND RELATIvEs (lower series) ON THE 1919-1921 AVERAGE AS 100%, 
CoRRECTED FOR SEASONAL VARIATION 




















Year Jan. Feb. | Mar. Apr. May June July Aug. Sept. Oct. 





1919 606 $41 §92 608 655 768 874 964 94° | 1,131 
1920 981 817 | 1,044 | 1,110 931 938 809 416 850 943 
1921 734 | 670 | 813 | 742 | 473 | 604 | 611 | 757 26 | 842 
1922 938 808 | 1,025 g21 832 876 754 888 99° 966 
1923 1,083 g60 | 1,088 | 1,002 | 1,002 | 1,025 817 | 1,041 | 1,120 | 1,086 
1924 1,101 | 1,040 | 1,059 | 1,096 978 986 go8 772 819 991 


1919 71 74 64 71 g! 103 130 128 121 137 
1920 119 110 122 136 127 126 122 $7 99 112 
1921 87 g! 92 88 67 82 96 101 2 99 
1922 114 101 120 111 114 118 11g 118 127 I1§ 





1923 133 128 128 122 136 137 123 132 144 131 
1924 135 139 124 134 133 132 135 103 105 118 
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eral similar concerns or for the entire 
industry. Thus, production of flooring 
by a particular company is presumably 
much less regular in its month-to-month 
variations than total production of 
fooring in the United States. This 
characteristic unsteadiness of the fluc- 
tuations for an individual concern usu- 
ally renders the analysis for a particular 
company less satisfactory than for an 
entire industry. In the present instance, 
however, the irregularities are notably 
large and frequent, even for a particu- 
lar concern. Indeed, the lack of uni- 
formity in the movement is so great for 
all series here under investigation that 
the usual procedure in analysis of 
monthly data is not only dificult of ap- 
plication but in some respects quite im- 


173 


vealed by the uncorrected figures, how- 
ever, and nothing of a practical nature 
is lost because the refined methods of 
modern statistical analysis are of little 
avail. 

The month-to-month irregularities 
proved so great, moreover, that it 
seemed unwise to attempt detailed study 
of the monthly figures; and (with a 
single exception, discussed below) bi- 
monthly averages were therefore calcu- 
lated for each of the five series. It is 
»robable that the use of the bimonthly 
average is distinctly better practice than 
that of using the two-month moving 
average, which is a device sometimes 
suggested for the purpose of smoothing 





*The average of January and February, as- 
signed to February 1; the average of February 













































































possible. The cyclical influence is re- and March, assigned to March 1; and so forth. 
‘Taste Il. Series PERTAINING TO THE OPERATIONS OF A FLOORING 
MANUFACTURER, AND TO THE DEMAND FOR FLOORING 
Relatives on the 1919-1921 average as 100% 
= « | = || . 
| & Sie 3 % 5 Sic 3 % 
Yearand | 3 3 ay = s|% . Year and Zizic iz. ¢|/3/38 
_ LE BESO] Al alae] ala larioo/ #AlLala] s 
919 1922 
Jan.-Feb. 74| 721135) 16) 66) 61) 32] so}] Jan-Feb. [114] 108/152] 58] §2] 64] 166/110 
em 78| 68/125} 75] 199] 108) 51] 63 || Mar.-Apr. | 126) 116/170] 56/108] 115 | 164] 131 
rg | 92) 97} 78) 195} 230) 188) 83) 97 |) May-June | 111 | 116/156 | 135 | 193 | 137 | 168 | 131 
oe | 119 129} 45) 138] 92/162) 112/144 || July-Aug. | 106/ 116/137] 97/102) 145 | 161 | 157 
—— (134) 129] 46) 133) 132] 118) 125} 134 Sept.-Oct. 126 | 121} 146/119] 118] 94) 184/132 
Nov-Dec. | 122] 124] 32] 233] 245/158] 139] 135 || Nov.-Dec. | 124] 126] 150] 166 | 185 | 128 | 218 138 
. | 1923 
_ 1116) 214] 43] 289/107] 94/136]141 || Jan-Feb. | 138 | 130] 160] 319 | 212 | 106 | 246 | 146 
ne Pr. (140/129) 61/237} 61| g8| 117] 124]/ Mar.-Apr. | 136) 125] 127) 251] 111 | 241 | 249] 141 
ri | 122/126] 43} 102] 33) 159] go} 98|| May-June | 132/136] 94)112| 69/144] 178] 130 
omired Re 9°| 57] 57; 35} 64) 88) 95|} July-Aug. | 120/128) 107] 75] 90] 107| 180) 124 
age 116/106} 89} 31} 14] 29] 83] 91 Sept.-Oct. 143 | 138) 113} 80/135 | 141 | 215/143 
‘Nov.-Dec, 86| 88/137] 21] 7] 15] 71] 70]} Nov.-Dec. | 114] 118| 102] 71] 125 | 138 | 246 | 167 
- | 1924 
_— | 91} 89) 171} 25] 41] 30] 83] 70!) Jan-Feb. | 139] 137| 105 | 135 | 169 | 129 | 284] 170 
Mer I | 100} 90/170} 38/113} 113] 95] 78 1 Mir.-Apr. | 140] 129/100] 58] 70] 140] 252] 165 
rd sy | 7°) 74/163} 44] 88) 88/101} 87 || May-June | 128) 132/123] 23| 68) 88) 195 | 128 
toon ~ 98 | 154] 34/107} 109/118) 101 | July-Aug. | 109) 119] 129] 32/121 | 107] 179 | 138 
a | 59) $0) 122) $3) 143| 104] 142/118 || Sept-Oct. | 117) 112/127] 4§ | 100 | 107 | 223 | 161 
wmec. | 117/120) 129] 82) 87] 98) 143/117 ] Nov.-Dec. 
| | 
1 
* Corrected for seasonal variation. 
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out the irregularities of series. We be- seems that these series belong to that 


lieve, however, that the method of mov- 
ing averages should be used very spar- 
ingly in smoothing out the irregularities 
of series, either in connection with their 
analysis or their interpretation. The 
chief objections to a curve of moving 
averages are two: (1) that it often ob- 
scures significant turning points, and 
(2) that it tends to delude the observer 
by indicating as a monthly figure an 
item which is properly the average of 
several months. It is obvious of course 
that, in some instances, a series of bi- 
monthly figures will similarly “‘obscure 
turning points’; but there is a real dif- 
ference between knowing that one has 
only bimonthly (or quarterly) data and 
thinking that bimonthly (or quarterly) 
averages really show monthly move- 
ments when in fact they do not. There 
are, to be sure, some exceptional cases 
in which excellent statistical reasons 
may be adduced for resorting to moving 
averages. But no such reasons are ap- 
parent in the present instance, and it 
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majority of cases for which the moving 
average device should not be used. 

The second disturbing characteristic 
of the series of data under examination 
is that nearly all of them are affected 
with an appreciable, perhaps very con 
siderable, seasonal movement. Unfor- 
tunately this seasonal effect, which is 
fairly apparent from the charts of a 
tual data, is not uniform in its timing 
This is a very perplexing property of 
the seasonal influence in a numerous 
group of statistical series, those of 1 
general nature as well as those pertait- 
ing to individual concerns. In may 
series where seasonal swings exist, tht 
peaks and dips shift slightly earlier ot 
later in certain years, and this non-u 
formity in timing renders full measutt 
ment of the seasonal swing by available 
methods quite impossible. Certain dt 
vices have indeed been suggested for 
measuring variable, or shifting, seas 
ality; but it is believed these methods 
are yet in the controversial stage, and in 
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loon FLOORING STOCKS ON HAND AND UNFILLED ORDERS 
Reletives on the 1919-1921 average as 100%, without seesonel correction 
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any case it is doubtful if they will be 
properly applicable to short series (less 
than six years in the present problem). 
The fundamental difficulty is that 
fluctuations which may be due to shifts 
in seasonality may also be due to cyc- 
lical influences. In studies directed pri- 
marily to the investigation of the effects 
of the business cycle it is clearly unwise 
to “eliminate” as a “seasonal move- 
ment’ a variation which may in fact be 
the manifestation of changing condi- 
tions in general business. 

_In addition to the non-uniformity of 
timing of the seasonal swing, the fact 
that several of these series have many 
highly irregular fluctuations affords a 


_—_—_. 


1g, Seasot aaa 
e methods This method was devised by Professor War- 

oll - M. Persons and is described by him, Review 
age, of Economic Statistics, Vol. I, p. 12; a non-tech- 


nical manual of instructions, published originally 
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further objection to measuring season- 
ality by the usual methods. For a series 
which is less than six years long, the 
presence of frequent and considerable 
irregularities greatly reduces the accu- 
racy of any determination of seasonal 
indexes. To illustrate the situation as 
it arises in the present case, the monthly 
series for production (upper half of 
Table I) was corrected for seasonal 
variation by the usual method.® The 
resulting adjusted relatives (lower half 
of Table I) were expressed in bi- 
monthly averages to facilitate compari- 
son with similar averages of relatives 
uncorrected for seasonal variation. 
These two series appear in Columns 1 





by the Harvard Economic Service, Comparison of 
an Individual Business with the Harvard Index of 
General Business Conditions, is reprinted as Chap- 
ter XI, in Problems in Business Economics by 
Homer B. Vanderblue (A. W. Shaw Co., 1924). 
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re % a ——— 
FLOORING SALES AND SHIPMENTS 
Relatives on the 1919-1921 average as 100%, without seasonal correction 
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and 2 of Table II, and Chart I com- 
pares the corresponding curves. It is 
clear that the “elimination” of seasonal 
variation does not result in any consid- 
erable improvement. The differences 
between the two curves are not exten- 
sive, and the corrected curve does not 
appear less irregular than the uncor- 
rected. This chart is presented to show 
how futile any attempt at measuring 
seasonality must be in this problem, and 
to make clear that such examination as 
we make of cyclical movements should 
rest upon uncorrected data. 

In Chart II comparison is made be- 
tween bimonthly indexes (not corrected 
for seasonality) of the company’s pro- 
duction of flooring and indexes (cor- 


HARVARD RUSINESS REVIEW 














rected for seasonality) of the value of 
building permits granted and contracts 
awarded.* The production curve shows 
that the company’s operations suffered 
heavily in the depression of 1920-1921, 
and that, since the late months of 1921, 
the volume of production has been on 
a sustained high level. The curves for 
permits and contracts, which reflect the 
demand for building materials, clearly 
forecast, through their steady advance 
in 1921, the subsequent recovery in the 
company’s production. It is probable 
that the tardy response of the latter to 





®The permits and contracts series are based 
upon those prepared by the Harvard Econom 
Service, and presented from time to time 10 Wt 
Weekly Letter as in that of November 22, 19% 
Vol. III, p. 340. 
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the stimulus of increased building de- 
mand in 1921 was partly due to the fact 
that fooring is a material needed rela- 
tively late in building construction. On 
the other hand, the company’s stocks 
were large at the time, since they had 
been built up rapidly in 1920; and it 
was only in the late months of 1921 
that stocks declined considerably. (See 
Chart III.) 

In 1923 and 1924 building operations 
were practically at the capacity of the 
construction industry. The volume of 
new projects begun in the first 10 
months—which includes the season of 
most active building—of 1924 exceeded 
that of the corresponding period of 
1923, which had been the largest ever 
recorded. This situation indicated a 
sustained demand for flooring for some 
months to come. It should be noted, 
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however, (see Chart III) that the com- 
pany’s stocks have recently been main- 
tained at a high level, in consequence of 
the continued large volume of produc- 
tion (Chart II) and in spite of heavy 
shipments. 

Chart IV reveals a tendency for sales 
(orders entered) to precede shipments 
at most turning points, and moderately 
large sales would tend to indicate a con- 
siderable continuance of shipments in 
good volume. The fall of unfilled or- 
ders to levels approximating those of 
the winter of 1920-1921 (Chart III) 
suggests that the company’s operations 
are now well caught up on demand. 


II. Machinery and Equipment 


The Allis-Chalmers Manufacturing 
Company, which is engaged in the mak- 








2000 


Sales billed 


19}7 1918 1919 





ALLIS-CHALMERS, SALES BILLED AND NET EARNINGS 
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Tape III. Aviis-CHALtMeErs, SALES BILLED 
Actual data in thousands of dollars 

a 
Year Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. | De 
1916 1,366 | 1,368 | 1,641 | 1,435 | 1,733 | 1,938 | 1,292 | 1,312 | 1,614 | 1,638 2,114 | 1,990 
1917 1,691 1,615 | 1,878 | 2,035 | 2,177 | 2,230] 1,974 | 2,184 | 2,129 2,252 | 2,842 31 
1918 | 1,900 | 1,991 | 2,699 | 3,076 | 3,108 | 3,054 | 2,959 | 3,167 | 3,086 | 3,196 | 3,198 | 3,005 
1919 2,755 | 2,803 | 3,045 | 2,574 | 2,674 | 2,486 | 2,530 | 2,532 | 2,497] 2,310 1,923 | 2096 
1920 | 1,868 | 2,162 | 2,291 | 2,239 | 2,584 | 2,546 | 2,579 | 2,785 | 2,905 | 3,209 | 3,126 | 3.20 
1921 | 2,817 | 2,510 | 2,330 | 2,330 | 2,336 | 2,348 | 2,063 | 1,786 | 1,520 | 1,430 | 1,520 | 1,696 
1922 1,531 | 1,579 | 1,561 | 1,497 | 1,566 | 1,716 | 1,799 | 1,817 | 1,863 | 1,858 | 1,824 | o1% 
1923 1,617 | 1,727 | 1,877 | 1,905 | 2,031 | 2,146 | 2,192 | 2,312 | 2,362 | 2,417 | 2,446] 28% 
1924 2,252 | 2,280 | 2,288 | 2,296 | 2,304 | 2,310 | 2,244 | 2,346] 2,336 | 2,327 : 









































ing of a wide variety of machinery, in- 
cluding the largest and most powerful 
prime movers and electrical machinery, 
is the other manufacturing enterprise 
which we have studied.?_ In the case of 
the statistics of this company the figures 
are given in dollars. They therefore 
reflect the abnormal conditions resulting 
from the inflation of prices during the 
war (and the short business cycle which 
followed) and from the subsequent 
deflation. 

The actual monthly figures reported 
by the company for gross sales and net 
earnings, 1916-1924, are shown in 
Tables III and IV and in Chart V. 
These two curves tell the story of the 





7 Monthly data on sales billed and net earnings 
were compiled largely from published reports in 
the Commercial and Financial Chronicle; but cer- 


war boom, which stimulated all branches 
of the machinery business, the hesitancy 
with the coming of peace, the 1920 ex. 
pansion, the 1921 depression, and since 
then substantial improvement, marked 
by irregularity and, from time to time, 
hesitancy. These same figures, after 
correction for seasonal variation, are 
shown, for the years 1919-1924, in in- 
dex number form, together with the gen. 
eral business curve—Curve B—of the 
Harvard Economic Service, in Chart VI. 
The method of calculating these index 
numbers (or adjusted relatives as they 
are frequently called) was explained a 
some length in connection with our re- 
cent discussion of the operations of the 


tain missing items, together with the data on ot 
ders booked and unfilled orders, were generously 
furnished by the company. 
























































TaBLe IV. ALtis-CHALMERS, Net EARNINGS * 
Actual data in hundreds of dollars 

Year Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec 
1916 2,197 | 2,321 | 2,885 | 2,915 | 3,279 | 3.314 | 1,636] 1,424 | 2,392 | 2,670] 3,59! 3,046 
1917 3,015 | 2,732 | 3,260 | 3,404 | 3,566 | 3,054 | 3,043 | 3,046 | 3,104 | 3,251 | 4,003 4,625 
1918 3,601 | 4,188 | 6,174 | 6,289 | 6,312 | 6,237 | 4,507 | 4,074 | 3,122 | 3,158 | 2,399 2,089 
1919 | 3,308 | 3,383 | 3,268 | 3,069 | 3,190 | 3,010 | 3,121 | 3,002 | 3,040 | 2,903 2,363 | 2338 
1920 | 2,185 |{2,703 | 2,784 | 2,552 | 2,907 | 2,868 | 2,764 | 3,188 | 3,301 | 3,559 | 3:458 | 37? 
1921 3,537.| £2,629 | 2,176 | 2,149 | 2,228 | 2,381 | 2,013 | 1,185 | 1,015 765 940 | 1,136 
1922 | $744 |'1,035 | 1,008 | 855 | [878] 1,265 | 1,335 | 1,634] 1,535 | 1,603 | 1,624 | 157 
1923 | 1,235 | £1,567 | 1,885 | 1,904 | 2,030] 2,349 | 2,530 | 2,547 | 2,493 | 2730 | 2833 | 29° 
1924 2,836 | 2,7 2,716 | 2,565 | 2,462 | 2,637 | 2,604 | 2,775 | 2,867 | 2,746 

* The items for 1921 differ from those actually published. The published figures showed an exceptional peak ry 


due to an excess allowance during the year for federal taxes. 
‘cording to information furnished by the company. 


This excess has been distributed among the 12 mo 
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p oars ALLIS-CHALMERS, SALES BILLED AND NET EARNINGS 
Relatives on the 1920-1922 average as 100% with correction for 
seasonal variation, compared with the Harvard Business Curve 
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Public Service Electric Company.*® Such 
corrections are not worth while for the 
war years, since conditions arising out 
of the emergency dominated the fluctua- 
tions and obscured normal seasonal in- 
fluences. Moreover, since the statistics 
cover a very brief troubled period 
marked by extreme price disturbances, 


*See Footnote 5. 


no measurement of long-time growth 
(secular trend) has been attempted. 
But corrections for seasonal variation 
give indexes which, when plotted, are 
comparable with the Harvard business 
curve, especially from the point of view 
of the timing of important changes. 
The series for sales billed and for net 
earnings, for the interval 1919 to date, 


TasBie V. A vits-CHALMERS, SALES BILLED 
Relatives on the 1920-1922 average as 100%, corrected for seasonal variation 
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Year | Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov. | Dec 
1919 136 135 143 124 125 11g 116 11 114 107 g! g! 
1920 94 105 108 109 121 118 11g 127 133 149 147 144 
1921 | 139 121 110 113 109 109 94 80 68 66 72 72 
i 78 74 74 73 79 82 82 84 86 86 95 

923 83 85 89 93 95 99 101 105 107 112 11 114 
1924 | 112 II 108 111 108 107 103 107 106 108 
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Tasie VI. A tiis-CHALMERS, Net EARNINGS 
Relatives on the 1920-1922 average as 100%, corrected for seasonal variation 
Year Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov, | Dee. 
1919 174 164 160 158 161 147 ISI 143 149 140 he F ane | 
1920 119 131 137 132 146 140 134 152 162 173 169 | 6 
1921 186 127 106 112 113 116 96 54 49 35 44 b 
1922 48 48 49 48 46 60 62 76 75 76 1 4 
1923 72 74 g2 ICO 103 114 12. 121 121 130 136 | 14) 
1924 151 133 133 133 125 123 126 132 14! 133 | ee 



































were expressed as relatives to the 1920- 
1922 average as 100%, and corrected 
for seasonal variation.® ‘The results ap- 
pear in Tables V and VI, and in Chart 
VI. Although there is some indication 
of seasonal variations in orders booked 


® See Footnote 5. 


and in unfilled orders, such variations 
are so irregular that they cannot sy. 
cessfully be measured and so slight that 
they do not constitute an obstacle to the 
analysis. The actual data for these 
series appear in Tables VII and VIII, 
and Chart VIII is based upon the fig. 


ures in this form. For purposes of com. 











ALLIS-CHALMERS, ORDERS BOOKED 
Relatives on the 1919-1921 averege as 100%, 
compared with the Harvard Business Curve 
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ALLIS-CHALMERS, ORDERS BOOKED AND UNFILLED ORDERS 
Actus! deta-vnite: $1,000 and $10,000, respectively 





1922 1923 1924 





































parison with the Harvard business curve 
and the other adjusted series, in Charts 
VII and IX, orders entered have been 
expressed as relatives (uncorrected for 
seasonality) on the 1919-1921 average 
at 100%, and appear in Table IX on 
this basis. 

The comparability indicated by Chart 
VI is of considerable practical impor- 
tance, since it discloses the dependence 
of Allis-Chalmers sales (and net earn- 
ings) upon general business conditions. 
Very clearly this is a company which can 
make use of the cyclical analysis ex- 
plained in our previous articles. The 
two company curves, while moving very 
closely together, tend to lag behind the 


general index; especially was this the 
case at the break in the summer of 
1920. This “lag” probably arises be- 
cause both statistical series indicate the 
results of operations undertaken in 
earlier months, in response to an in- 
creased demand such as is recorded in 
orders entered. Such a lag would be 
quite normal since heavy equipment is 
frequently built on special order and an 
appreciable time necessarily elapses be- 
tween the taking of the order and the 
shipment of the finished product. There 
is, furthermore, substantial coincidence 
of the curve for orders entered with 
that for general business. This is un- 
doubtedly due to the fact that business 


Taste VII. Atuiis-CHALMERS, Orpzrs BooKep 


Actual data in thousands of dollars 





















































——— _ tan. | Feb. Mar. Apr. May June July Aug. Sept. Oct. | Nov. | Dec. 
1,014 | 1,395 | 1,042 | 2,167 | 1,360 | 2,134 | 2,803 | 2,408 | 2,612 | 2,663 | 3,893 
2,792 | 3,521 | 3,345 | 2,244 | 1,998 | 2,515 | 3,249 | 2,658 | 2,638 | 2,061 | 2,040 
gi2 | 1,1§§ | 1,068 | 1,188 | 1,297 950 826 | 1,382 | 1,724 | 1,618 | 1,357 
1,840 | 1,741 | 1,71§ | 1,734 | 2,429 | 1,833 | 1,373 | 1,452 | 1,711 | 2,200 | 2,023 
2,569 | 3,581 | 2,921 | 2,514 | 2,207 | 2,008 | 2,300 | 2,012 | 2,021 | 2,293 | 2,841 
2,253 | 1,612 | 2,003 | 2,654 | 2,417 | 2,313 | 2,245 | 1,705 | 2,000 
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Tasie VIII. Atiis-CHALMERS, UNFILLED Orpers 
Actual data in thousands of dollars 

Year Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. 

1919 | 21,359 | 19,570 | 17,921 | 16,390 | 15,883 | 14,756 | 14,361 | 14,632 | 14,543 | 14,844 | 15,584 | re 966 
1920 | 17,682 | 18,213 | 19,443 | 20,549 | 20,208 | 19,661 | 19,597 | 20,062 | 19,815 | 19,244 18,179 17,049 
1921 | 15,716 | 14,119 | 12,944 | 11,671 | 10,523 | 9,473| 8,359] 7,399} 75261] 7,555] 7,653| 7 
1922 7,570| 7,831 | 8,011 | 8,229] 8,397] 9,111 | 9,144] 8,700} 8,289) 8,141} 8,617 | 8,216 
1923 9,026 | 9,868 | 11,571 | 12,587 | 13,069 | 13,131 | 12,947 | 12,935 | 12,585 | 12,189 | 12,036 | 12.0 
1924 11,§79 | 11,552 | 10,876 | 10,582 | 10,933 | 11,039 | 11,109 11,008 | 10,377 | 10,050 






































men who buy equipment are likely to 
feel pressure to undertake expansion of 
their plants when they find their own or- 
ders piling up. Such pressure usually 
occurs during the later stages of an up- 
swing of the business cycle. Its effects 
upon a company making machinery are 
very clearly shown on Chart VII, which 
compares indexes for new business (or- 
ders entered) with the Harvard business 













curve; they are also shown on Char 
VIII (unfilled orders). 

Since orders entered tend to coincide 
with the movements of general business, 
they tend to anticipate both sales billed 
and net profits (Chart IX). Moreover, 
following a reversal of general business 
(either up or down) the curves for or. 
ders entered and sales billed have 
moved in opposite directions for some . 








ALLIS-CHALMERS, ORDERS BOOKE 


Relatives on the 1919-1921 average as 100%, corrected (except orders) for seasonal variation 


D, SALES BILLED AND NET EARNINGS 
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ALMERS, ORDERS BOOKED 


Relatives to the 1919-1921 average as 100% 











_——., = 
i Jan. | Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec. 
| 8 | 51 70 2 108 68 107 140 120 131 133 195 
179 | 140 176 167 112 100 126 162 133 132 103 102 
“4 | 46 58 53 59 65 48 41 69 86 81 68 
go | 92 87 86 87 122 92 69 73 86 110 101 
12,036 | 12,000 | 321 128 179 146 126 110 100 11§ 101 101 11g 142 
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months. Thus, while orders entered be- 
gan to drop off at the beginning of 1920 
and fell precipitately in the last quarter 


1 on Chart 


to coincide 


-al business, of that year and early in 1921, sales 
sales billed HMMM pilled (which had declined during 1919 
Moreover, MB —:hus suggesting that a drop in new 
ral business business had occurred after the armis- 


‘ves for or. 
illed have 


s for some . 


tice) continued to increase until De- 
cember. By the latter date general busi- 
ness (as recorded by the business curve) 
was well down in the trough of the de- 
pression. In the second quarter of 1921 
new buying (shown by the advance in 
orders) served to check temporarily the 
drop of the sales curve, although it was 
not until the second half-year that buy- 
ing on any considerable scale took place. 
By the summer of 1921, however, those 
business managers who had come 
through the depression in strong posi- 
tion were beginning to take advantage 
of current low prices for labor and ma- 
terials to make needed additions to their 
plants in anticipation of the demand 
which would appear during a period of 
business improvement. 

The decline in sales billed during 
most of 1921 indicates that the falling 


off in new business during 1920-1921 
led to rather prompt curtailment of op- 
erations by the Allis-Chalmers manage- 
ment. Even when business picked up in 
the fall, current operations were ap- 
parently expanded only at a moderate 
pace, and unfilled orders (Chart VIII) 
remained upon an even level. Indeed, 
unfilled orders did not really begin to 
mount until the improvement under way 
had greatly stimulated general industry 
to increase its orders for the company’s 
products. The result of this improve- 
ment was that orders booked were well 
maintained during 1922. In March, 
1923, the figures were close to the peak 
of December, 1919. This increased 
volume of new orders in turn served to 
build up a considerable back-log of un- 
filled orders; and, although the booking 
of new business has subsequently fallen 
below the figures of 1923, sales billed 
have been well maintained. The curve 
for net earnings has, therefore, contin- 
ued at a rather high level, consistently 
lagging behind orders entered, as in the 
preceding years. This relationship is 
likewise revealed in Chart IX. 


Taste X. Harvarp InpEX or GENERAL BusINEss, DEVIATIONS FROM 
NorMAL, EXPRESSED IN STANDARD UNITS 
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Conclusion 


The statistics of the two manufactur- 
ing enterprises which have been studied 
in this article are probably typical of the 
series, which might be analyzed, for 
other manufacturers. Our discussion 
has served to illustrate both the simple 
and direct statistical comparisons which 
can be made without subjecting the data 
to lengthy computations, and those com- 
parisons made effective only after such 
computations. Elaborate statistical an- 
alysis was not desirable in the case of 
the flooring manufacturer; but its use 
(the elimination of seasonal fluctuations 
to throw into clear relief fluctuations 
due to cyclical influences) added to the 
accuracy of the picture showing the op- 
erations of the company manufacturing 
machinery and equipment. 

Indeed we might list three groups of 
problems: those in which statistical re- 
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finements are possible and desirable in 
order to facilitate examination of cy 
lical movements; those in which such re. 
finements are inappropriate, but {o, 
which satisfactory interpretation of cy¢. 
lical effects can be made; and those iy 
which statistical refinements are impos. 
sible, and simple methods are also pa. 
vailing. For industries which find thy 
the numerical measures of their business 
fall into the last class, little or no guid. 
ance in the determination of policies cay 
be secured from statistical research. By 
industries which are so situated are 
probably few in number and are gov. 
erned by unusual conditions. In the 
great number of typical cases an anal. 
ysis which permits a comparison of the 
operations of the individual business 
with a general picture can be of assis. 
tance to the executive charged with the 
responsibility of determining policies 
for the future. 
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the first of which is the formation of investigation yields material from which 


groups or syndicates whose members 


the circular is prepared. givinoe én «. 
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4 COMPARISON OF BRITISH AND AMERICAN 
PRACTICE IN ISSUING INVESTMENT 
SECURITIES 


By T. H. McKITTRICK 


HEREVER banks or bankers 
W may be engaged in distributing 

securities, their economic object 
isthe same. They act as intermediaries 
between the lender or investor and the 
borrower, supplying to the former an 
advantageous employment for his capi- 
tal and to the latter the capital which 
he needs. It is by their skill and appli- 
cation in doing this and in assuming the 
risks involved that those engaged in is- 
suing securities fulfil their economic 
function and earn their profits. This 
general statement holds true for all 
classes of securities and in all countries, 
although the diverse conditions and cus- 
toms of individual markets have led to 
varying methods of reaching this end. 
It may be said with almost the same ab- 
sence of qualification that any operation 
of placing new securities among inves- 
tors can, at least for the purpose of this 
article, be considered a purchase and 
sale. The issuing banks or bankers 
buy an issue of bonds, for example, from 
the borrower and sell them to the in- 
vesting public at an advance in price 
which should yield a reasonable profit. 
Such is the form of the two operations 
described in this article for the purpose 
of comparing the methods employed in 
the United States and in Great Britain 
for issuing investment securities of the 
safer sort. It should be borne in mind 
that there are many financial terms 
which are used with different meanings 
in London and New York. Unless 
clearly stated otherwise, the American 


sense is to be given to such words, and 
expressions such as “in this country” 
refer to the United States. 

When anything of lasting value is 
purchased, there is a risk of price fluc- 
tuation to be borne by the purchaser 
during the period before it is sold; and 
with security issues this risk is often 
greater than the house which negotiates 
an original purchase cares to undertake. 
It is usually the case also that prompt 
and effective distribution of an issue 
among investors requires greater plac- 
ing power than any single house com- 
mands. To meet these difficulties the 
obvious course for the original buyers 
is to associate with one or more other 
houses for the purpose of making a 
public offering. Each house takes a 
fixed share of the risk and lends to the 
success of the undertaking its ability to 
find buyers for the security offered; it 
is paid for so doing by a share of the 
profits proportionate to its participation 
in the risk and to its sales. The details 
of making security issues are not fixed. 
They vary with the view of issuing 
houses, the condition of the investment 
market, and the size and character of 
the security offered. In what follows I 
shall seek to compare typical American 
and English operations, mentioning only 
a few of the more usual alternatives. 


I 


The general plan of issuing securities 
in America presents two characteristics, 
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the first of which is the formation of 
groups or syndicates whose members 
are banks and banking houses dealing 
in investment securities and participat- 
ing in the risks and profits of the busi- 
ness in fixed proportions. There may 
be in a single issue as many as three or 
even more such groups which succes- 
sively buy and sell the bonds in ques- 
tion. The second characteristic of 
American distribution is competitive 
selling by retail investment dealers. 
Such houses employ salesmen to dis- 
cover and follow security buyers in 
order to maintain a ready market for 
the issues which they offer. It often 
happens that important investors are 
approached at one time by salesmen 
representing several different dealers 
and that these salesmen all offer the 
same security. On the other hand, some 
of the best-known financial houses do 
not employ retail salesmen, but when 
making new issues they invite retail dis- 
tributers to join them in the offering so 
that competitive retail selling is typical 
and characteristic. 

The first step leading toward a pub- 
lic offering of securities brings together 
the intending borrowers and issuing 
bankers to discuss the possibility of put- 
ting out a bond or stock in a form and 
at a price that will be of advantage to 
the borrower and attractive to investors. 
This meeting is followed by a painstak- 
ing investigation conducted by members 
of the bankers’ organization, who sat- 
isfy themselves that the business of the 
borrowers is sound from all points of 
view—among others, assets, earnings, 
management, and economic position. 
Many of the proposals put forward to 
houses of issue do not progress beyond 
this point, because some of the factors 
which experience has shown to be neces- 
sary for continuing security to investors 
are usually lacking. But if not, such an 
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investigation yields material from which 
the circular is prepared, giving to the 
prospective investor the terms of the 
security offered and all materia! facts ; 
to the borrower’s history and position, 
It is only when the investigation js 
complete and the time of offering is at 
hand that a decision can be made as to 
the price at which an issue should be 
sold to the public and, therefore, as to 
the price the bankers can pay to the 
borrower; but during the course of the 
investigation conclusions are reached 
regarding the ease or difficulty with 
which the bonds in question can be dis. 
tributed. Upon the judgment of the 
originating bankers in this matter de. 
pends their choice of other houses to 
be offered participations in the business 
at this stage. Names for a purchase 
group are selected for their financial 
strength, but at the same time distribut. 
ing capacity is given great weight. 
Those who accept form with the origi. 
nating house the purchase group. 


I] 


The purchase group then proceeds to 
enlist additional selling capacity to help 
dispose of its issue and organizes a 
second group, often called the banking 
group, to take over the securities pur- 
chased at a slightly advanced price. 
Members of the first group commonly 
participate in the second, but their 
shares are much reduced to make room 
for the new members asked to join at 
this stage. Each is offered a participa 
tion of a definite amount, and the crite: 
rion of selection for this banking group 
is primarily selling ability. 

The next step is to organize the sell 
ing syndicate which will buy the bonds 
from the banking group at a secon 
small advance in price. This final 
group includes besides the members of 
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the purchase and banking groups many 
additional houses, widely scattered geo- 
graphically in order to reach all im- 
portant markets. It is these members 
of the selling syndicate who supply the 
direct contact with the investing public 
through their bond salesmen and who 
carry out the retail distribution. 

There are two distinct functions ful- 
filled by the selling syndicate—first, its 
members acting jointly buy a bond issue 
and the members individually assume 
the risk, usually limited to the amount 
of each member’s participation, that 
the market may fluctuate or that the 
public reception of the bonds concerned 
has been misjudged; secondly, the syn- 
dicate members must sell the issue to 
their customers. These two functions 
are recognized in the division of com- 
missions paid, a certain part being dis- 
tributed to the members in proportion 
to their participations, that is, to their 
individual shares in the common risk; 
and the balance, usually the larger por- 
tion, is paid as a selling commission to 
members in proportion to their sales. 

Another common method of distribu- 
tion involves the formation of a selling 
group as distinct from a selling syndi- 
cate, these terms being here given their 
precise technical significance. In a sell- 
ing group there is no commitment, and 
the only compensation paid to its mem- 
bers is a commission on sales. 

The members of a selling syndicate 
or selling group carry on their retail 
sales, acting independently and compet- 
ing against each other. As in any joint 
enterprise, certain rules of conduct have 
to be formulated with due regard for 
proper business principles. To this end 
selling syndicates or groups are organ- 
ized with great formality and detail and 
are directed by a manager or managers. 
The manager is usually the house which 
originated the particular piece of busi- 


ness. In any case the originating house 
still keeps the records, makes an- 
nouncements, and so forth, but in do- 
ing so acts with the consent and on 
behalf of the other participants. Some- 
times the originating house does not 
feel itself strong enough to organize 
the distribution of an issue and brings 
the business proposed in its early 
stages to some larger concern, which 
then takes the position of manager with 
the understanding that the firm which 
introduced the business is to be repaid 
for so doing. 

In offering participations in the sell- 
ing syndicate or group the manager pre- 
scribes conditions, largely standardized, 
under which the securities may be sold, 
and the acceptance of such a participa- 
tion carries with it agreement on the 
part of the participant to be bound by 
the selling terms. A contract, called a 
syndicate agreement, signed by the man- 
agers is mailed with a circular to pro- 
spective syndicate members, together 
with an unsigned copy to be executed 
and returned. The syndicate agree- 
ment sets forth the price at which the 
securities may be offered, the selling 
commissions which the syndicate will 
allow to participants, the commission 
which may be reallowed by participants 
to certain classes of buyers, a fixed time 
before which bonds are not to be offered. 
These restrictions have their origin in 
the keenly competitive selling methods 
employed by investment houses in Amer- 
ica, combined with the desire to make 
certain that all syndicate members, who 
participate on equal terms, shall enjoy 
equally favorable conditions for their 
offerings to the public. The necessity 
for this is emphasized by the practice 
among American investors of dealing 
with several investment houses, all of 
which may well be included in any given 
syndicate. 
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In selling syndicates members are 
frequently offered firm bonds equal to 
their participation. This means that 
they have an opportunity to accept not 
only the liability as expressed by their 
participation, but also an amount of 
bonds to sell equal to that participation. 
Usually houses must avail themselves 
of the latter within a definitely specified 
time. At other times syndicate man- 
agers offer to members a participation 
which does not carry with it firm bonds. 
In this event, if members accept the 
participation, they subscribe for the 
amount they desire—allotment being 
made for the subscription at the will of 
the syndicate manager after he has 
closed the subscription list. A third 
method commonly used by syndicate 
managers is to offer members a partici- 
pation and firm bonds amounting to 
only a certain percentage of their par- 
ticipation. 

The syndicate agreement further de- 
fines the rights and obligations of the 
managers toward the other syndicate 
members. The managers retain the right 
to call upon syndicate members to take 
up and pay for their participations at is- 
sue price less the selling commission 
“for carrying purposes” and to hold the 
bonds so received subject to the man- 
agers’ direction. The managers may 
buy and sell bonds of the issue up to a 
stated percentage of the total for ac- 
count of the syndicate, may extend its 
life, may dispose of any bonds remain- 
ing unsold at its expiration, and may 
alter the offering prices and commis- 
sions. Furthermore, the managers state 
that during the life of the syndicate, 
participants will, if called upon, repur- 
chase from the managers at cost to the 
syndicate any bonds originally sold to 
them and later repurchased by the man- 
agers in the open market at or below the 
asking price. The participant in the 
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above instance would, of course be 
called upon only to the extent of his par. 
ticipation. The preceding Paragraph 
will be clearer if it is borne in mind that 
all sales by syndicate members are re. 
ported to the syndicate managers in the 
names of the members who made them, 
There is an anomaly here. Although 
sales are made to private investors for 
syndicate account, the machinery of pay. 
ment and delivery operates as if the 
syndicate members were buying the 
bonds each for himself. This peculiar. 
ity is due in the other cases to the nat. 
ural desire of all houses engaged in 
such a highly competitive business not to 
disclose the names of their customers. 

A syndicate, whose rules regulate 
the operations cf members as described 
above, is commonly known as a “sell. 
out” syndicate or one in which liability 
of each member is limited to the extent 
of participation. Occasionally, how. 
ever, syndicate members’ liabilities are 
not so limited. In such a case if the 
syndicate is a complete or partial fail- 
ure, participation may entail an oblig:- 
tion to share by purchasing the same 
ratio of unsold bonds that the members’ 
original participation bore to the origi- 
nal issue. 

There must be brought out one fur- 
ther point of significance for compar- 
ison with British practice. Syndicate 
agreements in this country ordinarily 
provide that a discount of 4% or 4% 
from the offering price may be real: 
lowed from the participant's selling 
commission to buyers of one or more 0! 
the following classes: dealers, banks, 
and insurance companies. The dealer 
who is not included in the selling sy 
dicate or group can obtain on his sales 
only the small percentage which par- 
ticipants are permitted to reallow, while 
members of the syndicate receive more. 
This would appear to bear unfairly 
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upon the dealer whose name is omitted 
from the syndicate list, were it not that 
syndicate managers are always ready to 
welcome reputable houses into their syn- 
dicates as soon as they can show a con- 
sistent record of sales. 

It is the natural desire of all issuing 
houses to have their offerings well re- 
ceived by investment dealers and by the 
yltimate purchasers; and, if this is to be 
the case, the price of securities brought 
out should not fall below the figure at 
which they were originally offered. Cer- 
tain conditions, however, are often 
found whose combined effect would be 
to break the offering price if the man- 
agers did not exercise their prerogative 
to buy bonds for the account of the syn- 
dicate. It is inevitable, where investors 
are pressed by bond salesmen to buy and 
if necessary to sell other securities to 
provide the required funds, that certain 
purchasers will change their minds as 
soon as the salesman turns his back and 
offer the newly purchased bonds for sale 
again. It is customary also for dealers 
who feel confident of making sales to 
take from the syndicate bonds which 
they expect to need, so as not to find 
themselves unable to make deliveries, 
should the syndicate dispose of all its 
bonds and stop selling, and in order to 
have on hand a list from which their 
salesmen can sell between issues. 
Among many dealers there are always 
some whose expectations of sales are 
not fulfilled; and, where participations 
have been offered firm and dealers have 
been required to purchase bonds, the 
result is that there are always some 
houses with securities for sale and no 
buyers. These, together with the un- 
willing purchasers who have yielded to 
the persuasion of salesmen, constitute 
4menace to the market price of many 
issues. To meet this in a measure, it is 
‘ustomary for a selling syndicate to con- 
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tinue in existence for 60 days or more 
after its original offering is made, so 
that a measure of control may be main- 
tained over syndicate participants to 
keep them from selling their securities 
at less than the issue price. 

It oftentimes happens that, because 
of unexpected selling resistance, syndi- 
cate members find themselves unable to 
sell their firm bonds or they may have 
unwittingly sold bonds to those who 
have no intention of keeping them. 
These result in a floating supply of 
bonds which have not been securely 
placed. Recognizing this, the syndicate 
manager, if a retail distributer, con- 
tinues, with the assistance of other syn- 
dicate members, to sell bonds of an is- 
sue even after the total original amount 
has been placed; and, as it is possible to 
do so, he takes back bonds from weak 
holders to fill these additional orders. 
This is commonly called secondary dis- 
tribution and has a very important ef- 
fect upon the ultimate placement of se- 
curities in real investors’ hands and up- 
on the character of the market for 
them. 

Unlike the British method, bonds are 
quoted and dealt in on American mar- 
kets usually “and interest,’’ meaning 
that the purchaser pays to the seller, 
in addition to the agreed price for the 
principal amount of the bonds pur- 
chased, the amount of interest accrued 
thereon from the preceding date of in- 
terest payment to the day on which the 
bonds are paid for by the purchaser. 
New issues are also sold “and interest” 
and payment is called for some ten days 
or two weeks after an offering is made. 
In this way the buyer receives interest 
from the day on which he pays for his 
bonds. In exchange for payment he re- 
ceives either definitive securities of the 
issuing company or temporary bearer 
certificates signed either by the bor- 
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rower or by the issuing house, exchange- 
able for definitive certificates as soon as 


prepared. 
Ii 


Turning now to the method followed 
in Great Britain to place securities, it 
must be clearly borne in mind that for 
a bank or financial house to approach 
possible customers through salesmen by 
direct solicitation would be considered 
undignified and contrary to the best 
traditions of the business. The attitude 
toward such practices is almost that of 
the professions in this country. It 
would seem almost as unbecoming for 
an English stock-broker of standing 
to employ salesmen as it would be for 
a lawyer or physician to do so in the 
United States. This means, in brief, 
that the selling of securities is not com- 
petitive in the same way as in this coun- 
try—a fact of the first importance to 
an understanding of what follows. 

The absence of retail competition in 
the American sense makes unnecessary 
the restrictions which are placed upon 
members of an American selling syndi- 
cate. Since a stock-broker goes only 
to his own clients, who are in most cases 
exclusively his, it is immaterial when he 
makes his approach. Nor is there rea- 
son to provide that he shall not pass on 
to his customers the underwriting com- 
mission where they are willing to accept 
the risk as well, and in fact this is very 
generally done. On the other hand, 
brokers are required not to part with 
their selling commissions. 

There are further differences be- 
tween the business of a retail distributer 
of securities in the United States and in 
Great Britain. In this country we have 
concerns variously known as bond-deal- 
ers, investment-brokers, and so forth, 
whose chief business is selling bonds and 
whose revenue is derived from the syn- 
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dicate profits and selling Commissions 
which they receive in connection with 
the issues offered by a smaller number 
of originating houses. Between these 
investment dealers and_ stock-brokers 
there is a distinction, although som 
houses are actively engaged in business 
of both sorts. Unlike American prac. 
tice, in England they are one and the 
same; the stock-broker is also the dis. 
tributer of investment securities, 

The membership of an American sell. 
ing syndicate consists primarily of retai] 
bond houses, large and small, and a 
feeling exists generally that only such 
concerns as have an established clientéle 
and proved ability to place securities are 
entitled to the profits to be derived from 
syndicate participations, since they alone 
are in a position to discharge the obliga. 
tion to sell which rests on all partici- 
pants. The risk borne by these mem. 
bers of an American selling syndicate, 
or the purchase group where only a sell. 
ing group is formed, corresponds to the 
risk taken by the underwriters of a 
British issue. With these latter, how- 
ever, there is included another impor- 
tant class of underwriters, the invest- 
ment companies (commonly known as 
investment trusts and trust companies, 
but not to be confused with American 
trust companies) and the insurance com- 
panies, whose sound practice is to de- 
cline to underwrite any security which 
they would not be willing to buy. In 
fact, a British issue is not considered 
well underwritten unless a fair propor- 
tion of the underwriting risk is taken by 
investors. 


IV 


In addition to the general points of 
difference, the mechanism of making an 
issue in England is wholly a thing apart 
from the American plan. New issues 
are offered as a matter of course for 
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To obtain his selling commission a 
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Preliminary negotiations leading to 
an agreement on the part of a borrower 
to sell an issue and on the part of bank- 
ers or brokers to buy it—or the equiv- 
alent, except in a legal sense, of under- 
writing its sale for a commission—are 
the same as in America; but once this 
point is past, things take a different 
course. In the first stage, however, it 
isnot so usual in London as in America 
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In certain cases underwriting is offered 
“firm’’—that is, with the understanding 
that acceptance constitutes an order for 
all or a definite part, as the case may 
be, of the amount underwritten and that 
this order will be filled. 

In the place of a syndicate agreement 
a very simple underwriting contract is 
mailed which the underwriter signs and 
returns. Along with this he sends an 
application for the same amount of the 
security that he has underwritten, at- 
taching his check for the first instalment 
of the purchase price, but it is provided 
that no allotment will be made on this 
application nor will the check be de- 
posited unless some part of the issue 
remains unsold after all applications 
have been filled. It is further stipulated, 
of course, that the underwriter is to re- 
ceive his commission whether he is called 
upon to take up securities or not. 

It is evident that the house which 
agrees to purchase an issue or under- 
write the sale of one enters into a heavy 
risk for which it is naturally recom- 
pensed. However, there is an alter- 
native method in use whereby a broker- 
age or issuing house may agree with a 
borrower to offer underwriting on the 
borrower’s behalf in connection with a 
public issue of securities, but without 
taking any responsibility that the under- 
writing so offered will be accepted by 
the investing public. This eliminates 
the risk from the position of the origi- 
nating house, whose compensation is 
consequently reduced to a fraction of 
what it would otherwise be. 

Upon completion of the underwriting 
a public offering of the securities is 
made by advertisement and distribution 
of circulars and, if the expectations of 
those responsible for the issue are ful- 
filled, investors come forward and pur- 
chase the entire amount offered. 

It will be remembered that in Amer- 
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ica an investor gives his order to a bond 
salesman, who in turn reports it to the 
house by which he is employed. The 
amount sold is then reported to the man- 
agers of the selling syndicate in the 
name of the concern whose salesman 
secured the order. The latter applies 
for the amount sold without revealing 
the name of the client. In Great Brit- 
ain a stock-broker obtains the signature 
of his client to an application form, or 
even signs the form at attorney for his 
client, and sends on to the issuing house 
this paper bearing the name and ad- 
dress of his client, it being unthinkable 
that the house to which the application 
form is sent would seek to use this in- 
formation for its own advantage. In 
the case of a successful issue, the sub- 
scription list is closed soon after it is 
opened, and as quickly as the applica- 
tions—numbering thousands and often 
received in the course of an hour or 
two—can be reduced to order and the 
accompanying checks deposited, the 
available securities are allotted and al- 
lotment letters are mailed to subscrib- 
ers. In cases of heavy oversubscrip- 
tions, where a proportional allotment to 
large and small subscribers would give 
only trifling amounts to the latter, their 
applications may be declined and the 
amounts of their checks returned with a 
printed letter of regret. It is not by 
any means always the case that new 
issues are oversubscribed, and in such 
cases there exists no means of making 
a sustained effort to reach investors. 
There is only one course possible, to 
allot to underwriters the portion not 
taken by the public, and this is not in 
any way an unusual occurrence. 
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Advice of allotment is given to ap- 
plicants by a “letter of allotment,”’ 
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which fulfils so many uses simu}: 

ously that it deserves further desc; 
tion. Its purpose is, first of all, to ; 
form the subscriber of the amount 
the security which has been allotted t 
him and of the amount due from him 
the second instalment of the purcha 
price, except in cases where allotmen 
are very small in relation to the amoun 
applied for and the check sent with th 
subscription covers the first two insta 
ments, leaving a balance to be returne 


spaces are provided to serve as receipts 
for subsequent payments, so that during 
its life one such letter may be, for ex. 
ample, successively 5%, 35%, 65%, 
and fully paid, as the instalments are 
sucessively met. On production of jn. 
formation satisfactory to the London 
Stock Exchange, permission is granted 
to deal in newly issued securities as soon 
as allotment letters have been mailed, 
and the allotment letters themselves are 
delivered to buyers of such securities 
The letter bears on the reverse side a 
declaration to be signed, when trans 
ferred, by the person to whom it is is 
sued, much as stock certificates are en- 
dorsed in America. Ultimately fully 
paid letters of allotment are exchanged 
for definitive securities, but it is usually 
provided as well that they may be ex 
changed either partly or fully paid for 
temporary scrip in bearer form in order 
to facilitate the purchase and sale of the 
security which they represent. The 
wording of this versatile document 's 
that of a letter addressed to the sub 
scriber. It usually carries coupons stp 
arated from the text of the letter by 
perforation. These are detached as the 
instalments are paid, to be used in the 
office work of the issuing house or of 
the bank, which may be and frequently 
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is receiving subscriptions for it. All big 
London banks have special departments 
to do this work. 


VI 


A further marked difference between 


| England and America is found in the 


way the English market for a security 
acts after its issue, and this is not easy 
to explain except as the result of a num- 
ber of factors, some of them rather ob- 
sure. The outstanding fact is that 
when an issue of securities has been 
sold, either wholly to the investing pub- 
lic or even partly to the underwriters, 
it is not again offered for sale by those 
who have bought it, so as to affect its 
market price, in the same way that it 
would be in America. In England in- 
vestors apply for a new offering only 
when they want to keep it at least for 
a reasonable time. 

A second factor is that a very much 
larger part of all British issues which 
present the requisite degree of safety 
is bought by investors who, by the na- 
ture of their business, are permanent 
holders of securities in large amounts. 
They are not men in other lines of busi- 
ness, investing temporarily idle funds or 
profits which may be needed again in 
cash at any time and for any number of 
reasons, but trustees, insurance com- 
panies, and investment trusts, buying 
year in and year out and finding it hard 
at times to obtain enough securities of 
the kind they want. These investors 
not only take a large part of all high- 
grade issues and hold what they buy off 
the market, but also support quotations 
with big buying orders, for they often 
fail to obtain as large allotments as they 
Want. 

_ Some weight must be given also to the 
incentive which is put before dealers and 


brokers, in the form of a commission on 
sales, to buy securities for their own 
account. In America it is common for 
syndicates to allow 2% or more, while 
in Great Britain 4% is usually paid on 
high-grade investment issues. 

Finally, and perhaps most important 
of all, there is evident in London, and in 
consequence everywhere in the British 
Isles, a degree of confidence in security 
values and prices which greatly sur- 
passes any similar feeling in this country 
and which in turn has arisen from two 
causes. First, there are the profes- 
sional investors—that is, the insurance 
and trust companies—who must always 
be buying and who are ever on the look- 
out for a sound security selling even 
slightly below the right price, and there 
is surprising unanimity of judgment as 
to the right price at any given moment. 
The second factor making for stability 
in security prices is the presence of 
‘“Sobbers” on the Stock Exchange, who 
are officially recognized as traders for 
their own account and whose business 
depends upon their ability to maintain 
active and balanced markets for the se- 
curities in which they deal. The result 
of these conditions is that an under- 
writer, who has been called upon to take 
up some part of the amount for which 
he is obligated, does not feel that haste 
is required in ridding himself of those 
securities which he does not intend to 
hold. He knows that by forcing a sale 
he must accept a loss, but since he also 
knows that a slight concession below the 
right price will find a buyer, if he is 
patient, he naturally pursues the latter 
course. Further, let it be remembered 
that allotment letters in the period im- 
mediately following an issue are partly 
paid and, to the extent that this is so, 
the financial burden of carrying a se- 
curity is decreased. 
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THE DISTRIBUTION OF AMERICAN TEXTILRs 
IN SOUTH AMERICA 


By ERNST B. FILSINGER 


AKEN as a whole, the Continent 
of South America is the most im- 
portant single foreign territory 
for the distribution of American tex- 
tiles. The thirteen South-American 
countries, including the three Guianas, 
imported from the United States, in 
1923, textile manufactures to the value 
of $36,537,384. Of this total, manu- 
factures of cotton represented $29,302,- 
428. 

Three of the South-American repub- 
lics are among the five political divi- 
sions which import the greatest quan- 
tity of American textiles. These are 
the Argentine Republic, Chile, and 
Colombia. They are exceeded in im- 
portance only by Cuba and the Philip- 
pine Islands. In both of the latter, 
American textiles enjoy preferential 
tariff treatment. It is significant that in 
countries like the three mentioned, 
where no preferential treatment is ac- 
corded American textiles, such progress 
should have been made, for while the 
competition of England, Italy, Spain, 
Belgium, Czechoslovakia, Switzerland, 
France (and latterly Japan) is particu- 
larly severe, there is likewise competi- 
tion from the home industries which are 
in process of development in several of 
the republics. 

The outstanding feature of textile 
distribution in South America is the 
marked difference between the various 
territorial divisions. South America, at 
least from the textile standpoint, cannot 
be regarded as a unit. The textile sit- 
uation in Brazil is entirely different 
from that in the Argentine; in Chile it 
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differs materially from that in Par. 
guay. Although they are neighbors 
the conditions in Colombia are no 
identical with those in Venezuela. The 
cultural development of the several 
countries varies widely, as does their 
economic development. In Bolivia, for 
instance, a great part of the population 
is still of the “‘peon”’ class, with limited 
purchasing power. Here Indians are 
also an important element in the popu. 
lation and are a factor, likewise, in 
other countries such as Paraguay and 
Ecuador. In Uruguay and the Argen. 
tine, on the other hand, the situation js 
not the same; here the character of 
the inhabitants is different from that of 
the people in the northerly republics of 
the continent. 


Factors Affecting Distribution of 
Textiles 


There are many reasons why Ameri- 
can textile distribution in the South- 
American countries cannot be treated 
as a single problem. The more im 
portant considerations to be taken into 
account may be summarized as follows: 


1. The differences in the geographical lo. 
cation and configuration of the countries 
Climatic contrasts are striking. 

2. The variation in the economic wealth 
of the inhabitants of the thirteen territorial 
divisions. Thus, the per capita imports in 
the Argentine were (1922) $79.05 and im 
Paraguay (1921) $8.10. 

3. Demand for textiles is affected by na- 
tionality, as well as by the cultural develop: 
ment of the people. The great Italian and 
Spanish population in the Argentine, for ex 
ample, has a marked influence on demand. 






































_ The customs tariffs differ materially. 
They range from tariffs for revenue only to 
highly complicated ones designed for the pro- 
tection of local manufacturers. 

National industries are being developed 
and expanded in certain countries. This must 
be taken into account because of the ability 
of local mills to supply certain goods which 
previously had to be imported, 

6, The varying stability of the monetary 
standards in the several republics. In some 
countries this lack of stability causes frequent 
and even constant fluctuations in the rate of 
exchange. On the contrary, in certain of the 
republics there is practically no fluctuation. 

7, Business usages and customs, as they 
afiect terms, must also be given consideration. 
There is a striking lack of uniformity in na- 
tional wealth and a similar lack of uniformity 
in the ability of the local banks to finance the 
needs of commerce. Likewise, the depen- 
dence of several countries on but a limited 
number of agricultural products has a marked 
efect on the terms of payment demanded by 
importers. 
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Let us first give consideration to the 
geographical location and physical con- 
figuration of the South-American coun- 
tries. The southern continent has a 
length of about 5,500 miles. Stretch- 
ing from the equatorial region almost 
to the Antarctic zone, it offers the 
widest variety of climates. The physi- 
cal configurations of the various terri- 
torial divisions are likewise notably 
varied. Colombia, with its mountain 
ranges and snow-covered peaks, may be 
contrasted with low-lying, tropical 
Paraguay; Chile, long and narrow (its 
greatest width is 250 miles), with a sea- 
coast exceeding 2,700 miles, is unlike 
little Uruguay, a country of plains and 
grazing lands. The vast Republic of 
Brazil, larger than the United States, 
affords a striking contrast to Bolivia, a 
mountain republic in the interior of 
South America. 

Next in importance is the economic 
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and their ability to buy may be gaged 
to some extent by contrasting the per 
capita purchasing power of Ecuador 
with that of Uruguay, or that of Co- 
lombia with the Argentine. It would, 
however, be a mistake, when study- 
ing American textiles distribution, not 
to take account of another factor, 
that is, the per capita importation of 
textiles from the United States only. 
In contrasting the less developed coun- 
tries with those of a more complex civil- 
ization, the results are interesting. They 
show the ability of some of the coun- 
tries with poorer populations to use 
relatively more textiles produced in the 
United States than some of the richer 
republics. 

The nationality of the inhabitants is 
likewise a very important consideration. 
The fact that the number of Argentine 
citizens of Italian birth or descent is so 
great, is One reason that the importa- 
tion of Italian textiles into the Argen- 
tine is large. French culture and in- 
fluence on the South-American people is 
also noticeable. 











Tasie I 
Per Capita Imports oF Corron CLorH 
INTO SoUTH AMERICAN REPUBLICS 
Per Capita 
Per Capita Imports of 
Country Population Imports (All Cotton Cloths 
Importations) from U. S., 
1922 
Argentine 8,462,000 (1922) $79.05 822 
Bolivia 2,820,119 (1921) 10.51 321 
Brazil 30,553,509 (1922) 6.99 .026 
Chile 35754723 (1922) 23.05 1.073 
Colombia 5,847,491 (1922) 7.35 828 
Ecuador 20,000,000 (1921) 5-77 442 
Paraguay 1,000,000 (1921) 8.11 256 
Peru 4,500,000 (1922) 11.43 363 
Uruguay 1,450,000 (1921) = 28.89 378 
Venezuela 2,411,952 (1921) 7.64 276 
British 
Guiana 300,000 (1923) 42.70 1.23 
Dutch 
Guiana 100,000 (1923) 438.94 1.10 
French 
Guiana = 50,000 (1923) 58.54 05 





DISTRIBUTION OF TEXTILES IN SOUTH AMERICA 








196 


South America know very well the im- 
portant part that tariffs play. As al- 
ready stated they range from tariffs for 
revenue only to highly intricate ones, 
such as that of Brazil. In the latter 
case, the purpose has been expressly 
that of protecting the national industry. 
Even in the case of tariffs which are 
not absolutely prohibitive, they are 
sometimes so formulated that their 
effect is restrictive. Venezuela affords 
an example of this type of tariff. Lat- 
terly, an intense nationalism has de- 
veloped in a number of South-American 
countries. It has found its expression 
in regulations requiring the marking of 
every piece of goods with the name of 
the country of origin and with its com- 
ponents, that is, the percentage of wool, 
cotton, silk, and other materials. 

In recent years the textile manufac- 
turing industry in South America has 
grown substantially. The greatest ex- 
pansion has taken place in Brazil. This 
is, of course, due in part to the fact 
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that in no other South-American coun. 
try has cotton growing assumed the im. 
portance that it has in the Brazilian Re. 
public. In Peru, where an excellen: 
grade of cotton is produced, there ; 
likewise considerable manufacturing. 
Although a large percentage of the tey. 
tile production is still in the coarser 
grades, it is notable that fabrics mad 
of finer yarns are assuming greater im. 
portance in the national output. Not. 
withstanding the development of this 
local industry, it is significant that there 
is a heavy importation of textiles into 
all the countries, including Brazil, 
where manufacturing is being carried 
on. Indeed, it is likely that the sales of 
certain American fabrics will steadily 
increase. Improvement in the econom- 
ic situation of the masses of the people 
is creating new demands. Some of 
these are for fabrics which, not being 
produced at home, must be imported. 

One of the most disturbing influences 
in the trade of a country is a fluctuating 





























Tasie II]. IMporTATIONS OF TEXTILES FROM ALL COUNTRIES INTO THE 
PRINCIPAL SOUTH-AMERICAN REPUBLICS 
Country Population Classification 1922 en 
Argentine.......| 8,462,000 | Textiles and Manufactures of| $79,986,278 $9.45 
ES 2,820,119 | Cotton, Wool, Silk, Textiles, 
Cassimeres, Piece other than 
Ws éccns coadenhs aawel $379,121 1.907 
eer 30,553,509 | Cotton, Wool (mixed or not), 
Linen, Silk (mixed or not)..} 15,844,791 512 
Oe oo a || ean 23,966,119 6.382 
Colombia....... Fee =e) ere 16,377,405*| 2.80 
Ecuador........ ee ee Pee 3,001,2857] 1.50 
Paraguay....... 1,000,000 | Textiles and Dry-goods..... 2,754,2091| 2.754 
SEEGER ae 4,500,000 | Cotton Textiles and Manv- 
SS 7,143,364 1.587 
Uruguay........| 1,450,000 | Duck, Cotton, Cotton Piece 
Goods, Cassimeres, Wool, 
Silk Tissues, Cotton Flannel, 
Ss hid nhs > baee 1,942,939 1.34 
Venezuela... ... 2,411,952 | Textiles, Canvas and Duck..| 2,906,376 1.204 
* For roro. 
t For 1921. 
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i i stability of the Types of American Textile Exporters 
a eee s on hag varie South- — ’ 
=. peer weasewr differs greatly, tex- American textiles are distributed in 


Brazilian Re. 
> an excellent 
uced, there js 


‘le distribution has been corresponding- South America by firms which operate 
‘ae a one or two of the in different ways. The principal tex- 


nanufactur; important textile importing divisions of tile exporters may be briefly described 
= ay South America, namely Colombia and as tee ‘ fee on 
n the es. Venezuela, has the exchange during the I. ry-goods commission 


past four or five years shown no violent chants in New York, who —- _ 
ductuations. Even republics so highly direct sales representatives of mills an 
developed as Argentine and Uruguay manufacturers. They —_ sales - 
have suflered. In Chile, exchange fluc- foreign importers, wholesale or retail, 
tuations are practically continuous. In according to circumstances. — 
Ecuador, government control of the ex- 2. Converters, that is, texti & 507 
change became necessary and has only which buy gray goods, hig “~ = 
recently been discontinued. them direct to merchants in Sou 
The great need for capital and the America. iii 
resulting inability of many South-Ameri- 3- Merchant or jobbing exporters, 
can countries to give adequate support whose methods are similar to convert- 
to commercial operations obviously ex-  ¢rs. They operate on their own v4 
ercises an important influence on textile count, sometimes buying gray goods 
buying. Furthermore, many of the and converting them. In other cases, 
countries depend on one or two crops they purchase such finished products as 
only. The result is a demand for long are suitable for the South-American 
terms of credit. In considering the markets, and distribute them. They 
broader aspects of textile distribution have always dealt directly with the im- 
this must be taken into account. porter. 
American textile interests which 4. A relatively small number of 
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oral enter the South-American market must mills or manufacturers — enor 
_| Imports of Testis be prepared to meet formidable compe- their own products, and who have estab- 
ition. i tition will come not 
$9.45 poy? This regg — houses but /4A8LE III. MILs, SPINDLES, AND Looms 
only from other merican in SoUTH AMERICA 
likewise from foreign firms, among 2 
1.907 them the manufacturers of England, Country Mills Spindles | Looms 
; Italy, Spain, Belgium, Czechoslovakia, Argentine....| 1923—42 | 50,000 | 2,500 
_* and elsewhere; the adverse political and (24 knitting 
6.382 : Pr ° - 6 spinning 
es « economic conditions which they have a cai 
er faced during the past few years will not 
H 3.764 continue indefinitely. The Japanese also Brazil....... 1921—242 1,700,000 | 58,000 
have latterly played an important role, "ee 1918—7 cotton | 81,000] 3,049 
in gray drills and sheetings. They have 1 woolen 
made sales not only in the River Plate 
; : - : ia 20,000 941 
region and Chile, but Japanese drills lom>*....| 19'4~9 : . 
have also been offered in the interior Venezuela...| 1917—4 19,000 $00 
of Colombia. i 
Colombia Knit goods of Japanese we ener annem epee pn 
origin are also being sold in the South- 11 knitting 
oe American market. 
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lished direct relations with foreign mer- 
chants. 

5. Export commission houses. This 
type of concern formerly did most of 
the American textile business in Latin 
America. In some markets, Colombia, 
for example, export commission houses 
still transact a certain amount of the 
textile trade. Many of these firms use 
cotton goods brokers to place orders 
with suppliers. 

In order to understand better the con- 
ditions under which the distributers de- 
scribed in the preceding paragraphs 
operate, an analysis of two countries 
may be helpful; the limits of space will 
not permit a detailed description of 
each of the South-American trade fields. 
Argentine and Colombia have been 
selected as typical of contrasting con- 
ditions. 


ARGENTINE: Buenos Aires over- 
shadows all the other cities in the Ar- 
gentine Republic as a textile distribut- 
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textile trade was almost entirely in the 
hands of Italian, Spanish, German 
English, French, and Argentine Bree 
However, within the past ten years, and 
notably during the last five or six, there 
has been a great influx of Levantine 
traders, that is, Turks, Syrians, Egyp- 
tians, Moroccans, and so forth, natives 
of the Near East, many of whom are 
under French protection. Today a 
large part of the textile trade is in the 
hands of merchants of this nationality. 
They are equally important in Brazil, 
Colombia, and elsewhere. In Argen. 
tine they transact probably 25% of the 
textile business. 

In analyzing the rise of the Levan. 
tine merchants it must be remembered 
that they are clannish; they stick to each 
other, brother helping brother, cousin 
working with cousin and uncle with 
nephew. They operate at a very small 
profit, their chief aim being a large 
turnover. No serious attempt to in- 
crease sales in South America can be 
































ing center. Until a few years ago the made without taking into account this 
Tas_e IV. Uwnirep States Exports or Cotron CLotH AND CotTron MANUFACTURES 
TO SouTH AMERICA 
Cotton CLoTH COTTON MANUFACTURES 
Countries of Destination 1922 1923 
1922 1923 
Square Yards Value Square Yards Value 
South America: 

Argentine... . 40,601,600 | $ 6,952,429 | 21,492,159 | $ 4,143,246 | $13,428,194 | $10,956,905 
Bolivia...... 8,019,683 905,010 5,272,434 716,476 960,179 772,658 
Brazil........ 5,168,432 823,533 3,619,920 694,915 1,015,537 977;235 
Chile... .. 30,258,274 4,030,623 24,873,884 4,21 1,938 457753339 5333s! 
Colombia... 34,666,469 4,800,014 | 22,914,033 3955 5,602 5,765,011 45727,4% 
Ecuador. .. 6,752,340 884,235 43950,536 750,191 1,038,116 898,951 
British Guiana. . 3,042,340 370,168 $22,300 92,425 434,054 156,844 
Dutch Guiana... .. 792,984 109,990 241,002 44,911 131,728 69,754 
French Guiana 9,254 2,605 6,383 1,526 4,582 2,361 
ae 10,446,254 1,636,229 7,889,054 1,620,407 1,957:994 2,115,427 
Paraguay...... 2,088,401 256,624 2,465,391 372,858 267,702 397,478 
Uruguay....... 3»502,735 548,660 3,008,967 602,715 1,292,916 | 1,440,359 
Venezuela. . 405315351 666,278 5,817,186 1,107,637 882,633 | 1,453;83° 
Total. . 149,880,117 | $21,986,398 | 103,073,249 | $17,914,847 | $31,953,985 $29,302,428 
Grand Total... . .| 335,032,670 | $47,939,389 | 308,166,810 | $51,703,336 | $68,836,387 $78,237,659 
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important element. Many sorts of 
American textiles previously unsalable 
have been introduced into South Ameri- 
ca through the Levantine traders be- 
cause of their ability to work at a small 
margin. 

Argentine is a country of extremes: 
Buenos Aires is a miniature Paris; there 
is the same café life; the influence of 
Paris fashions is marked, and the desire 
of most classes to be smartly dressed is 
almost a mania. There is a large per- 
centage of poor and a considerable 
number of rich people. The demand for 
textiles is consequently great. Special- 
ization is characteristic of a country of 
such development as the Argentine, and 
the textile business is carried on by a 
large number of houses which devote 
themselves exclusively to this business. 
Many of the dealers occupy large ware- 
houses and there are several firms whose 
buildings cover entire blocks. There 
are concerns which sell only hosiery or 
knit goods, others limit themselves to 
woolen goods; still others confine their 
efforts solely to cotton piece-goods. A 
number of establishments, notably En- 
glish houses, are branches of Manchester 
firms, and some of the Italian dealers 
maintain offices in Milan. A substan- 
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om tial number of Buenos Aires importers 
* have their own representatives in Paris 
4 | $10,956,905 and Manchester. Notable among these 
9| — 77abst are the large Levantine concerns. 
! Re Within the last few years several of 
1 | 4.727496 the principal importers have established 
5 ashi buying offices in New York. The pat- 
Te ronage of the several hundred textile 
' 2,361 dealers is keenly competed for and local 
~_— agents are maintained in Buenos Aires 
|) ae by the principal producers of England 
3] 1,453,839 and the Continent. The number of local 
_ representative i 
cz - ate “i pi Ra houses has 
$78,237,650 It is the custom of many European 





hrms as also of American houses to 
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send at regular intervals travelers to 
work with their local agents. The 
traveler’s duty is to post the local rep- 
resentatives on manufacturing condi- 
tions, policies, prices, and so on, to visit 
the trade in company with the agent and 
to keep him from going stale either with 
his house or with his customers. Buy- 
ers welcome the visit of the traveling 
representative, often preferring to talk 
over large deals with a representative 
direct from the mill. 

Before the war, it was sometimes 
the custom of English and Italian 
houses to manufacture and consign to 
their agents textiles appropriate to the 
Argentine market to be sold for their 
account. This is again being done to 
a certain extent, especially by houses 
which have headquarters both in Man- 
chester and Buenos Aires. This sys- 
tem likewise has been adopted by some 
American houses, although to a limited 
extent only. Obviously, it is done only 
after the market has been thoroughly 
tested and when there is no question as 
to the salability of the goods that are 
consigned. 

Naturally, competition is keen and 
price is an all-important factor. Terms 
of payment likewise play a part. Many 
of the local importers are forced to 
finance their customers in the interior 
by granting them liberal terms of pay- 
ment. Their cost of doing business is 
much higher than that of merchants 
who sell for cash or on short terms. It 
is for this reason that the Levantine 
traders have been able to make such a 
rapid headway. 


CoLoMBIA: There is a striking con- 
trast between the physical geography 
of Argentine and Colombia. The 
former, with the exception of the ex- 
treme west, is flat. The latter, with 
its numerous mountain chains, deep val- 
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leys, and high plateaus, is the direct 
opposite. Colombia has but limited 
railroad facilities; altogether there are 
only 700 or 800 miles in operation. 
The chief avenue of transportation, un- 
til the recent installation of aeroplane 
service into the interior, was the Mag- 
dalena River. The commercial centers 
of the country are widely scattered, 
each serving practically only its sur- 
rounding territory. The two coast 
towns of Barranquilla, 50,000, and Car- 
tagena, 32,000, are entrepots for the 
interior. Bogota, the capital, is a seven- 
or eight-day journey from the coast 
(air service excepted). Medellin is the 
most important interior commercial 
center; it has a population of about 
79,000. It is located in a district 
of growing importance. In the Paci- 
fic region is Cali (the port being 
Buenaventura). This is another en- 
terprising place of about 45,000 in- 
habitants. As an illustration of the 
lack of communication may be cited 
Cucuta which is so difficult of access 
from a Colombian port that it is almost 
always canvassed from the Maracaibo 
region of Venezuela. In fact, the ex- 
ports of coffee and other products of 
this region move via Venezuela. Bu- 
caramanga and Manizales are other 
places of importance, but to Bucara- 
manga almost no foreign traveler ever 
goes. It is easy to understand that in 
a country such as this, traveling is cost- 
ly, since it is accomplished largely on 
mule back over bad roads and under 
unfavorable climatic conditions. It is 
almost impossible for a textile repre- 
sentative in a town like Barranquilla 
on the coast or Medellin in the interior 
to visit all the other places with sufh- 
cient frequency to obtain satisfactory 
results; he would lose too much time 
and besides the expense is too heavy. 
The chief characteristic of trading in 
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Colombia is that much of it is done on 
a barter basis, that is to Say, there js 
an exchange of finished products for 
raw material, coffee, and so forth, In 
striking contrast to the situation in the 
Argentine there was, until lately, very 
little specialization. The majority of 
merchants are general traders, handling 
goods ranging from hardware and ma. 
chinery to textiles and wearing apparel 
although in recent years, the number of 
houses which import dry-goods excy. 
sively has grown. Credit is greatly 
needed by the importers of Colombia. 
In the first place, provision must be 
made for the heavy duty levied on tex. 
tiles; secondly, there are considerable 
expenses for transportation, and s 
forth; besides, the importing merchant 
must grant long terms to his clients, 
consequently, he needs all the time that 
he can get; many of the dealers finance 
their clients in the interior practically 
from one coffee crop to another. The 
same principle is involved as that which 
necessitates financing of certain small 
cotton growers by the merchants in the 
southern part of the United States. 

The conditions which prevail in the 
two republics of Argentine and Colom: 
bia exist to a greater or lesser degree in 
the other South-American trade divi 
sions. They vary, of course. Hov- 
ever, the outline given in preceding par- 
agraphs may be taken as characteristic 
of the situation in general. 


Recent Changes in American Selling 


Methods 


In 1913 the number of American 
manufacturers who worked directly 
with foreign importers was very lim 
ited; a large majority of the busines 
was done through the export commis 
sion houses. Today, however, the tt 
verse is the case. This change which 
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has taken place during the last decade 
can be accounted for in different ways. 

In the first place, the foreign im- 
porter has long been accustomed to buy 
textiles directly from European manu- 
facturers; and, having been able to 
purchase directly from mills in En- 
gland, Italy, Spain, and elsewhere, he 
sees no reason why he should not work 
in the same manner with the United 
States. He has also sought to avoid 
paying middlemen the buying commis- 
sion, which varies between 114% and 
5%. In addition, there have often been 
extra charges of one sort or another. 
Many American fabrics offered to the 
South-American trade have been found 
salable if marketed on a competitive 
price basis. This the old method of 
trading did not permit. But there was 
still another reason for the change in 
trading methods. American manufac- 
turers, converters, and exporting job- 
bers have learned a great deal about 
foreign markets within the last ten 
years; they have found through expe- 
rience that they can safely sell to South- 
American importers even on a credit 
basis. Furthermore, American firms 
have come to realize that by opening 
direct relations with foreign markets 
they establish their trade on a perma- 
nent basis. 

The experience of American textile 
concerns and of their European com- 
petitors in South America has proved 
the superiority of one method of selling 
textiles. It is the appointment of local 
representatives in the principal textile 
distributing centers where business is 
sought. The advantage of this system 
lies in having some one constantly on 
the ground to show samples, solicit 
orders, keep in touch with the buyers, 
make collections, furnish information 
regarding competitive lines, and so 
forth. The appointment of local repre- 
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sentatives is supplemented by regular 
visits of traveling salesmen who may 
be called “territorial supervisors.” 
These travelers are sent over the field 
once and sometimes twice a year. It 
often falls to their lot to appoint local 
representatives and sometimes they 
are called upon to make changes in 
agency arrangements. The duration of 
their stay in a market varies. In Bue- 
nos Aires, for instance, they may re- 
main three to four months, in Uruguay, 
two to three weeks, in Chile, six weeks. 
It is not unusual for the traveler so to 
arrange his schedule that he may visit 
important trade centers twice a year, 
that is, for the two principal buying sea- 
sons. Local agents, as a rule, do not 
represent American houses exclusively ; 
they are also representatives of Euro- 
pean firms. As already pointed out, in 
most important markets specialization 
is highly developed and the textile rep- 
resentative as a rule handles only lines 
sold by textile or kindred manufactur- 
ers. In the smaller markets, this is by 
no means true; representation is much 
wider and one agent may represent per- 
haps 40 or 50 manufacturers of many 
kinds of articles. This makes even 
more necessary the periodical visit of 
the traveling representative of the 
American textile producers. In this con- 
nection one point may be emphasized: 
direct relations with local agents have 
proved preferable; subagents are usu- 
ally not sufficiently active. This is due 
to the fact that where commissions 
must be divided between the general 
agent and his subagent, the loyalty and 
activity of the latter cannot always be 
counted on. It is better to establish 
individual territories and permit the 
agent to earn the full commission. 
Ordinarily, the commission is so small 
that it is inadequate for division. 

Some American houses which are rep- 
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resented in the larger markets of South 
America have found it desirable to 
maintain their own employees on the 
ground. These are either on a salary 
basis, or salary and commission. Occa- 
sionally consignments are made to these 
representatives. Not infrequently, the 
local representative of this type also 
handles other territories, at least, in a 
supervisory capacity, making occasional 
trips of inspection. 

Within late years advertising has as- 
sumed more importance than formerly. 
Mention might be made of the increase 
in sales of fabrics which have been ad- 
vertised successfully in foreign markets, 
along lines similar to those used in the 
United States. One American manu- 
facturer has distributed to the retailers 
of certain countries samples of his ad- 
vertised fabrics, sales arrangements for 
which have been made with three or 
four leading importers in the chief dis- 
tributing centers. This campaign was 
supplemented by placing advertise- 
ments in local newspapers, on bill- 
boards, street-cars, and so forth. 

Intensive methods of sale and dis- 
tribution along strictly modern lines, 
offer great possibilities for the future 
of American textiles in South America. 
So does advertising of appropriate fab- 
rics, particularly the so-called “‘special- 
ties.” 

A great American advantage is “mass” 
production. This is often successfully 
combined with foreign requirements, 
even in the case of “‘styled’’ fabrics. 
Hitherto, the principal American fab- 
rics sold in South America have been 
in the heavier weights. These include 
drills, ducks, gray sheetings, osnaburgs, 
and so forth. Certain types of printed 
fabrics likewise have had a large sale, 
as have also Hollands, khakis, bleached 
goods, serges, voiles, and piece and 
yarn-dyed fabrics. 
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The Selling Terms 


The most successful American firms 
which are doing the largest business in 
South-American countries have adapted 
themselves to local requirements as re. 
gards terms. Because of the conditions 
already outlined the terms required 
vary greatly. This is not alone true as 
a general proposition, but especially s0 
in specific instances. 

With certain merchants it is advis. 
able, in fact, imperative, to deal ona 
strictly cash basis. This can, of course, 
best be done when a local representa. 
tive is maintained; he can look after 
collections of drafts, and so forth. Or. 
ders are often placed against the guar. 
anty of a cash deposit. In other cases, 
the terms read—‘“cash against docv- 
ments.” For some transactions letters 
of credit are established. Not infre- 
quently, when the agent is responsible 
and of proved ability, his guaranty is 
accepted. By far the great bulk of the 
business, however, is done on longer 
credit terms. The ordinary terms are 
60-90 or 120 days date, or the same pe- 
riods at sight. Many American houses 
work on a basis of direct remittance at 
the end of a definite term. To a lesser 
extent than the English or Continental 
firms, American houses grant “open ac- 
counts.” Under this arrangement, 3 
merchant is able to buy goods and ob- 
tain, as a rule, a minimum of six 
months, and occasionally longer. Set- 
tlements are usually made at hall- 
yearly intervals. Interest is reckoned 
from date of shipment until] payment 's 
received. The rate is 6% or 7%. 

The benefit to a merchant who buys 
on this basis is that he can take ad 
vantage of a favorable rate of & 
change and remit before the expiration 
of the term agreed upon, being credited 
with interest at the usual rate. Shoul 
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exchange prove steadily bad for several 
months, he is not under the compulsion 
of paying a draft drawn say at go or 
120 days, because it has been accepted 
and matured. There is no doubt what- 
ever that the matter of terms has been 
an important factor in the expansion of 
English and European textile trade in 
South America. 


Other Factors Which Affect Textile 
Sales 


Perhaps the most important factor 
of all in the distribution of American 
textiles in South America is the price 
of raw material. Statistics compiled 
by the Bureau of Foreign and Domes- 
tic Commerce at Washington indicate 
clearly that the differential between 
Manchester and New York prices for 
the same kind of goods becomes less 
in direct ratio to the reduction in the 
price of the raw material. With cotton 
at 20 cents, the ability of American 
firms to offer competitive prices is in- 
finitely greater than when the raw ma- 
terial stands at 35 cents. No analysis 
of the textile trade situation in South 
America is complete without taking this 
interesting fact into account. At this 
time the sales of American textiles in 
the South-American countries are again 
increasing. ‘This is in sharp distinction 
to the situation which prevailed in the 
early part of 1924. The present in- 
crease is undoubtedly accounted for, in 
large measure, by the lower price of 
cotton and the consequent more favor- 
able quotations. 

Within the past six or eight years 
many different kinds of American tex- 
tiles have won the favor of South- 
American buyers. Nevertheless, there 
have been periods when their sale de- 





clined, generally due to causes beyond 
the control of American exporters. 
The high price of raw cotton was not 
alone to blame. Depreciated European 
currencies frequently made it possible 
to import substitutes for American fab- 
rics at prices relatively lower than those 
asked for the latter. Furthermore, the 
high price of the American dollar, be- 
cause of the depreciation of South- 
American currencies, also had an ad- 
verse effect. The tendency towards 
European stabilization and the im- 
provement of South-American  cur- 
rencies is very promising for the sale of 
American textiles in South America. 
This is especially true in a country like 
the Argentine, where the peso tends to 
reach par at an early date. 

In connection with the marketing of 
American textiles there is another in- 
teresting fact. So well known have 
American fabrics become that the trade 
terms such as 64x60, 68x72, 80x80 for 
constructions, and 3.00, 3.25, 3.50, 
and so forth for weights, are readily in- 
telligible to many South-American 
dealers. The latter follow the New 
York market quotations and are among 
the first to recognize a favorable op- 
portunity to make a purchase. Even 
the effect of the cotton crop reports is- 
sued by the American Government is 
perfectly clear to most importers and 
watched by them as carefully as by their 
fellow merchants in the United States. 
So much ground has been won by 
American textiles against world compe- 
tition that it is easy to see why the 
outlook for the future is favorable. 
This is the case, not alone in countries 
in which, because of proximity, the 
United States has certain advantages in 
time of delivery, but in markets so dis- 
tant as Argentine, Uruguay, and Chile. 





PRICE-MAKING AND PRICE STABILITY 


By A. M. SAKOLSKI 


HE most fundamental economic 

problems of business and gov- 

ernment relate to price regula- 
tion and price adjustment. The ques- 
tions of competition and monopoly, of 
wages and living cost, of equitable 
wealth distribution, and many others of 
similar importance are but different 
phases of price queries and price mani- 
festations. Methods of price-making, 
therefore, affect the interests of all 
classes of society and are of wide-spread 
significance in the formulation of eco- 
nomic and political policies. 


I 


Under a money economy exchange 
values, whether relating to goods or to 
services, are expressed in terms of price. 
In a specified market, at the same time, 
the same commodity or service of equal 
quality under like conditions cannot be 
sold or exchanged at materially differ- 
ent prices, if the buyers and sellers are 
uncontrolled and well informed. Be- 
cause of this fundamental “economic 
axiom,” we have the phenomenon of 
‘market price,’”’ both on organized ex- 
changes (such as the New York Stock 
Exchange and the Chicago Board of 
Trade) and, in the absence of desig- 
nated market places, in the current quo- 
tations found in the press, trade papers, 
verbal reports, and the like. The 
farmer’s wife usually knows each day 
the price of butter in her neighborhood 
though there is no “butter exchange,” 
and, likewise, the banker or importer 
learns without difficulty current sterling 
exchange rates, even though he may be 
entirely ignorant of the forces which 


have combined to produce the marke, 
quotations. 

In view of the importance of “my. 
ket price” as an economic phenomenoy 
the causes and effects of price changy 
and the current methods of price-mai. 
ing call for constant and close study by 
all concerned in human welfare. | 
agriculture, industry, and commerce 
there prevails a manifest tendency to 
create price uniformities and to promote 
price stability. The propensity toward 
monopoly in numerous trades and indus 
tries, which centuries of adverse legis. 
lation have been unable to eradicate, is 
a manifestation of this tendency. With 
monopoly repression there have been 
evolved such substitutes or subterfuges 
as “‘gentlemen’s price agreements,’ 
“open price associations,’ “common 
selling agencies,” ‘allotment of ma- 
kets,” and the like. The legal measures 
adopted to curb these practices have the 
same fundamental motive as the age 
old injunctions against monopolies. 

In view of the fact that price stability 
and price control are the aim (openly 
or secret) of producers and distributer 
operating under free competition, the 
methods by which these objects have 
been sought or obtained form an inter 
esting and broad field of economic tt 
search. In many of the leading tradts 
and industries time and custom have 
developed peculiar and specialized s+ 
tems of adjusting and quoting prices of 
goods, commodities, and services. ™ 
some striking instances, such as in (0 
ton and grain marketing and in sect 
ties, the methods employed are quit 
well known, but in many lines preval 
ing price systems find little notice ou 
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side of the specific industries concerned 
in the production, distribution, or pur- 
chase of the commodities im question. 


I] 


Commonly used commodities of uni- 
form and standard quality, the units of 
which are perfectly interchangeable, 
have their market prices in any locality 
determined either through transactions 
in a market place, such as an organized 
exchange, or through the general knowl- 
edge of sellers and buyers of the cur- 
rent conditions of demand and supply. 
There is no essential difference be- 
tween the two types of markets. On 
organized exchanges the “bids” (de- 
mand) and the “offers” (supply) 
are registered openly, whereas, in the 
absence of a specific market place, 
the “bids” and. “offers” are made pri- 
vately and the registering is done in- 
dividually. The cumulative effects of 
the interplay of the same forces are 
likely to produce a similar psychological 
reaction on individuals, so that buyers 
and sellers “sense” what should be the 
proper price level under the then pre- 
vailing conditions. They thereby create 
a “market.” 

The adaptability of certain commodi- 
ties to open or organized exchange 
marketing requires both standard qual- 
ity and uniformity of the units. To a 
lar greater extent, however, it is de- 
pendent on the quantity and the avail- 
ability of its production and the uni- 
versality of its demand. In other words, 
there must be a relatively large number 
of buyers and sellers in active competi- 
tion at the market place. If the pro- 
ducers can diminish or the consumers 
can increase the supply available at any 
one time on the market, or if either 
Opposing group is able to withhold of- 
ferings or bids indefinitely, the “open” 
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organized exchange ceases to function. 
It is for this reason that agricultural 
commodities, such as grain and cotton, 
which are produced in large quantities 
and by innumerable individuals and 
which, moreover, are prime economic 
necessities, have their prices registered 
on public, organized exchanges. On the 
other hand, such useful and standard- 
ized commodities as anthracite coal, 
iron ore, copper, petroleum, and cement, 
the effective supply of which may be 
controlled by few producers, have not 
developed organized market places, 
though they are widely bought and sold 
in large quantities. 

Notwithstanding the economic advan- 
tages of the organized exchanges in 
furnishing continuous quotations for im- 
portant articles of commerce, certain 
practical drawbacks arise from the con- 
stantly changing prices characteristic of 
organized exchange trading. Frequent 
fluctuations in raw-material prices lead 
to uncertainty of manufacturing costs. 
Accordingly, producers of the finished 
goods hesitate to enter into contracts 
either to purchase their supplies or to 
deliver their goods unless they can cal- 
culate within reasonable limits on their 
costs and profits. It is largely owing to 
this reason that certain practices have 
developed in connection with organized 
exchange dealings which aim to elimi- 
nate altogether or to shift the effects 
of price instability. ‘Future trading,” 
“hedging,” “short selling,’ “puts and 
calls,” and other similar transactions, 
whatever may be their moral or eco- 
nomic effect, are fundamentally devices 
for stabilizing prices. The cotton man- 
ufacturer hedges his purchases of raw 
cotton so that during the interval re- 
quired to produce and sell his goods, 
he will not incur a loss arising from 
a general price reduction of the fin- 
ished product that follows lower raw 
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materials. The flour miller, in taking 
a contract to supply flour at a fixed price 
for future delivery, insures himself 
against changes in price of his raw ma- 
terial (wheat) by buying a “future” on 
the organized exchange. Such transac- 
tions, it should be noted, are for the 
purpose of avoiding speculation, though 
it is inevitable that speculation on the 
part of some one is involved. When the 
cotton manufacturer “hedges” his pur- 
chases of raw cotton, he does not elim- 
inate speculation from the transaction. 
He merely shifts it to another party, 
just as fire risks are shifted to insur- 
ance companies without materially re- 
ducing the sum total of fire losses. In 
place of insurance companies, there is 
present on almost all organized ex- 
changes a class of traders, who for pur- 
poses of profit assume the risks of price 
fluctuations. Regardless of the fact that 
they are looked upon as “gamblers”’ 
and “speculators” or “manipulators,” 
they perform an essential function in the 
marketing of standardized commodi- 
ties, particularly on organized ex- 
changes. 

Recognizing the economic necessity 
of future trading on commodity ex- 
changes, within recent years legislation 
has been enacted to control and regu- 
late and not to eliminate this practice. 
Congress in 1914 passed the Cotton 
Futures Act, which aims to abolish 
abuses that long had been prevalent in 
connection with exchange operations. 
More recently, a Grain Futures Act was 
enacted which provides for the super- 
vision by the Secretary of Agriculture 
of the trading in grain futures on the 
Chicago Board of Trade and other 
grain exchanges in the United States. 
Though such legislation may correct 
some of the evils fostered on organized 
exchanges, it furnishes no assurance of 
further stabilizing prices or of even ob- 
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taining for producers a larger share of 
the market value of their output. Price, 
of grain and cotton will undoubtedly 
continue to fluctuate continuously, 4, 
long as nature is a controlling factor jn 
the quantity produced and as long as no 
group of individuals can combine to 
effectively withhold or increase the mar. 
ketable supply. 


I 


The market prices of standard graded 
commodities, which have no organized 
exchanges or other localized market 
places, are theoretically fixed through 
what economists term “‘the higgling of 
the market.”’ Such prices, though more 
or less uniform in a specified market, 
are not subject to continuous and rapid 
changes. The price changes, however, 
though less frequent than exchange quo- 
tations, are likely to be more abrupt. 
If the price trends of such commodities 
are plotted on a graph, they usually ex- 
hibit flat tops, that is, plateaus, in con. 
trast with the sawtooth formations char- 
acteristic of price movements of cotton, 
grain, coffee, and securities. One ex. 
planation of this contrast is that the 
price stability exhibited in the “flat 
tops” is frequently merely a record of 
nominal quotations and not the actual 
prices at which transactions are ¢f- 
fected. It is quite common in many 
industries to market materials and goods 
under sales contracts applying to future 
deliveries. Thus, bituminous coal and 
iron ore are largely sold under contract 
arrangements not usually altered by cur 
rent quotations. Notwithstanding this 
practice, however, it is undoubtedly true 
that the absence of an organized & 
change for the sale of these commod:- 
ties causes more abrupt though less fre- 
quent price fluctuations than would be 
the case were the sales transactions 
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fected continuously and openly on a 
ublic exchange. Crude petroleum is 
robably the best illustration. The rela- 
ive price changes in this important com- 
odity constitute more abrupt fluctua- 
tions than are ever experienced in 
wheat, cotton, coffee, or cattle. 

The price changes in widely used and 
standardized commodities which are not 
dealt in on any specified exchange have 
heen a fruitful source of complaints 
against monopoly, price agreements, 
and other forms of trade restraint. 
Coal, iron ore, copper, petroleum, tim- 
ber, and cement have all run the gaunt- 
let of such accusations. The underly: 
ing cause is due not so much to formal 
or secret arrangements among little buy- 
ers or sellers, as to the “follow the 
leader” policy necessarily adopted by 
competing producers or consumers of 
the same commodity. The “follow the 
leader” policy is peculiarly adapted to 
industries having relatively few impor- 
tant producers or a limited number of 
purchasers and consumers. If a large 
producer—for example, the United 
States Steel Corporation, the Standard 
Oil Company of New Jersey, or 
the National Lead Company—an- 
nounces a price change, its output being 
sufficient to substantially meet the de- 
mands of the trade, other producers in 
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on the other hand, may cut prices or, 
at certain times, may make higher quo- 
tations, without effecting corresponding 
price changes by large competitors. 
This is particularly true when both pro- 
ducers and purchasers are aware that 
the “piker”’ concern has an output in- 
sufficient to materially fill the consump- 
tive requirements. Hence, this sort of 
price-cutting can be ignored by the trade. 
“Piker” profiteering is likewise an oc- 
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casional phenomenon, since in periods 
of larger demand, it is the small pro- 
ducer who can ask and receive higher 
than the quoted prices. This situation 
developed in the steel industry in 1920. 
Because of the inability of the United 
States Steel Corporation and other 
large producers to fill current orders, 
the so-called “independents” were able 
to demand “premium” prices from con- 
sumers far above the quoted prices of 
their large competitors. When condi- 
tions were reversed, the small steel con- 
cerns accepted contracts at prices con- 
siderably below the quotations of the 
“leading interest.” The latter took no 
effective measures to meet these cuts, 
since the small capacity of the price- 
cutters meant no substantial reduction to 
its business. 


IV 


A prime source of price stability of 
certain commodities sold under severe 
competitive conditions is the steadiness 
or inelasticity of consumption. It is a 
well-known fact that the consumption of 
some commodities having an expansive 
demand can be enlarged through price 
reductions, while the consumption or 
the use of commodities having an in- 
elastic demand cannot be materially af- 
fected by price changes. Among the 
latter class of commodities are impor- 
tant articles of commerce, such as coal, 
salt, cement, and, to some extent, cop- 
per and petroleum. Anthracite coal is 
probably the best illustration. The dif- 
ficulties and expense of storage, to- 
gether with its limited use (it is used al- 
most exclusively for domestic heating) 
lead to a close adjustment of output 
to an inelastic demand. Price changes, 
therefore, have had little effect on the 
amount consumed. Not many years ago 
in the anthracite industry, Mr. Samuel 
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Gowen, the president of the Philadel- 
phia and Reading Railroad Company, 
failed utterly to dispose of the excessive 
anthracite output of his company by 
severe price-cutting at tidewater points. 
His attempt to keep down the pro- 
duction of competitors by offering them 
bounties in accordance with a scale of 
diminished output likewise failed to re- 
lieve the unfavorable price situation in 
the anthracite industry. Accordingly, 
his plan of producing coal in sufficient 
quantities to pay the interest charges on 
an extremely heavy investment of the 
Reading Company in undeveloped coal 
properties had to be abandoned. A re- 
ceivership of the Reading corporation 
was the inevitable result. Since this 
time, anthracite prices have been com- 
paratively stable, and, notwithstanding 
the wide-spread and frequent accusa- 
tions of price agreements among the 
producers, the “follow the leader’’ sys- 
tem of price-making has continuously 
prevailed. 

The portland cement industry fur- 
nishes another illustration of the “‘fol- 
low the leader” method of price-mak- 
ing. Unlike anthracite coal, however, 
the demand for cement fluctuates in 
accordance with building activity. The 
demand at any particular moment, how- 
ever, cannot be materially stimulated 
through price reductions, because of the 
difficulties, risk, and expense of storage. 
A single producer may endeavor to in- 
crease his sales through a price reduc- 
tion, but he will reap no permanent 
advantage, since other producers imme- 
diately meet the price cut and the gen- 
eral consumption of the product is not 
increased. Hence, it is customary for 
cement producers to quote a uniform 
net price to dealers in the same market. 
The economic situation with reference 
to cement prices was pointed out by Dr. 
T. S. Adams in his testimony at the trial 


HARVARD BUSINESS REVIEW 




































of the members of the Cement Many 
facturers’ Protective Association, 4 
cused of maintaining prices by agree, 
ment. Dr. Adams showed, by reference 
to the price histories of a number of 
commodities, that price stability may be 
the result of balancing competitiye 
forces which neither the producers no: 
consumers refrain from disturbing. If 
through stress of competition or other 
causes, temporary price adjustments ar 
required, the nominal or quoted price at 
times remains unchanged, but conces. 
sions may be granted through rebates, 
special discounts, or other favors and 
privileges. Freight rates have in the 
past afforded an illustration of these 
underhand practices. The making of 
railroad rates is an extremely delicate 
and complicated task. When rates have 
been once determined, both railroad off- 
cials and shippers are generally opposed 
to making changes even when warranted 
by altered conditions of trade or trafic 
—hence, the resort to secret rebates, 
special favors, discriminations, and 
other unfair practices in railroad charges. 
The history of the steel industry is also 
replete with periods of deviation from 
standard price quotations. Manufac. 
turers receive “premiums” in times of 
acute shortage of products, or accept 
discounts under their market quotations 
during dull periods. Considerable se 
crecy prevails regarding such practices 
since if they were widely known or ad: 
vertised other producers would adopt 
the same measures and’ no advantage 
would be gained by those initiating 
them. The prime purpose of the for. 
mation of “open price associations” has 
been to eliminate the disturbances t 
price stability resulting from thes 
underhand methods of price-making. 

The general desire for standard prt 
quotations has led to some interesting 
and peculiar methods of price-making. 
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In the pottery, glass, and hardware 
trades, for example, manufacturers use 
4 uniform price-list. These lists, how- 
ever, serve merely as a basis for making 
quotations. Price changes are effected 
through ‘“‘discount”’ under or “pre- 
miums” above the “list price.” Since 
competition among the producers of 
standard wares is severe, the “discount” 
and “premiums’’ themselves become uni- 
form. Price-cutting in this industry ac- 
cordingly has taken the form of special 
delivery privileges, packing allowances, 
freight rate absorptions, and other sim- 
ilar subterfuges to avoid the appearance 
of actual reductions from quoted prices. 
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PRICE-MAKING AND PRICE STABILITY 
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It is quite manifest that in recent 
years, producers in many industries have 
endeavored to promote greater price 
stability. Some of the methods used to 
effect this object, such as the “open price 
associations,” “Gary dinners,” market- 
zoning, pooling of orders, and so forth, 
have been declared illegal and in re- 
straint of trade. Whatever may be the 
legal aspects of the problem, however, 
it is evident to all who have studied the 
perplexities of fair price adjustments 
that price stability in the case of stand- 
ardized commodities sold under free 
competition is essential to general eco- 
nomic and industrial progress. 
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BUDGET SALES QUOTAS: A PROBLEM ANp 
SUGGESTED SOLUTION 


By JOSEPH H. BARBER 


ALES quotas are now generally 
conceded to be “desirable.” Yet, 
openly as he may admit their 

merits, a sales manager often defers 
the establishment of adequate quotas 
for his salesmen, because much of the 
publicity favoring quotas is confusing. 
Often, too, the manager frankly admits 
that he is no expert mathematician. 

We shall clear the atmosphere some- 
what if we realize that no sales quota 
should exist without a purpose. In 
fact, the purpose should define the type 
of quota suitable in a particular case. 
If it is desired only to stimulate the 
men to greater effort, the “salesman’s 
task quota” may be utilized. Here, the 
salesman sets his own task, in a sense 
bets against himself; or, the sales man- 
ager may adjust the salesman’s own es- 
timate to allow for known weaknesses, 
since one salesman may work best when 
the mark is just out of reach, another 
when he can register a wide margin of 
success beyond the set task. In any 
quota, the psychological reaction on the 
part of the salesman cannot be over- 
looked. 

If it is desired to measure perform- 
ance against standard, the “sales poten- 
tial quota’’ may serve well. Here, the 
performance of the best salesman, or 
of the best sales year, may be the mark 
to aim at. Or, again, the potential de- 
mand may be estimated territory by 
territory, and sales progress measured 
in terms of the potential volume of 
sales that ought to be attained. 

Neither of these two types, however, 
seems to make sufficient allowance for 
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the fact that business does not move in 
a continuous, steady flow, nor even in; 
straight line of normal growth. Sale 
vary, and, in some years, sales in ey. 
cess of the previous year simply cannot 
be attained. With the growth of the 
budget idea, the sales quota has become 
more than the older conception of a 
sales quota: it is an estimate of the 
sales that are to be, not an abstract 
calculation of what ought to be, nor 
what, sometime in the future, may be. 
Today the sales quota is, in effect, a req- 
uisition for a certain volume of pro. 
duction in equal monthly lots. Today 
there is an insistent demand that the 
sales quota shall be a “budget quota.” 
Nevertheless, the merits of the other 
quotas may be retained, in part at least, 
even though the quota be an extremely 
cautious estimate of real sales probabili- 
ties. 

To continue the discussion in terms 
of generalities, however, only adds to 
the present confusion. Instead, let us 
assume that at the present time the 
greatest need in industry is for the 
budget-type sales quota that sets up 
probabilities rather than possibilities. 

In order to trace the principles !0- 
volved, to gain a clear conception 0! 
such definite methods as alone can giv¢ 
practical expression to principles, and 
to clothe the discussion with an atmos 
phere of reality, it is proposed to ap- 
proach the whole matter as the sales 
manager himself must approach it, as 4 
problem to be solved with certain data 
at hand and in the face of certain 
conditions. It is probable that his par 
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Taste I. MontHty Saves (OrpERS RECEIVED) FoR Marko Propucts 
(In pounds) 
pag 1919 1920 I92r 1922 1923 1924 
January... .|  §0,000 79,000 28,000 56,000 | 138,000 113,000 
February. ..-- 43,000 96,000 24,000 56,000 | 121,000 102,000 
en: 40,000 | 47,000 | 31,000 | 78,000 | 102,000 | 116,000 
10t move in 
Or even ing MMe April.......-- 37,000 | 146,000 30,000 63,000 | 103,000 69,000 
wth. Sales MEE May....----- 44,000 78,000 35,000 | 112,000 69,000 80,000 
Sales in ey. MEE June...------ $4,000 $7,000 30,000 95,000 53,000 71,000 
mpy aa Sneha eee 85,000 73,000 40,000 66,000 61,000 76,000 
has become Mi AUSUSt. <-> ° 67,000 §2,000 32,000 55,000 55,000 77,000 
S Decome HAR Sentember....| 48,000 | 51,000 | 40,000 | 91,000 | $7,000 83,000 
ption of a 
ate of the HM October...... 100,000 46,000 54,000 68,000 68,000 (g0,000) (Est.) 
an abstract HB November....| 62,000 33,000 48,000 55,000 53,000 (78,000) (Est.) 
to be, nor MB December..../ 51,000 16,000 44,000 63,000 66,000 (78,000) (Est.) 
re, may be. 
fect, a req. Total for Year| 681,000 | 774,000 | 436,000 | 858,000 | 946,000 |(1,033,000) (Est.) 
me of pro- : | 
2 “gr ticular problem will show little varia- corporation, this problem is given the 
, . at the He tion from the typical “case.” less complex setting of the smaller com- 
god It is our experience, in meeting man- pany. Again, it is incidental that more 




























agement problems which touch at many 
points upon complex detail, that to 
state the question clearly is in itself a 
fair start toward solution. It is seldom 
that such a statement fails to define the 
next step: What are the few vital facts 
that really control the conditions de- 
fned? The solution becomes yet more 
apparent when these facts are so ar- 
ranged that the comparisons resulting 
can be only of those facts which have 
much in common. 

If we are to state a problem, it is 
desirable that it be drawn from actual 
experience, but incidental factors must 
be brushed aside in order to assure 
illustration of principles only. To meet 
this requirement, the author neces- 
sarily extracts his actual material from 
the records of a large corporation. 
That is incidental. Therefore, so far 
as the problems of the smaller company 
really differ from those of the larger 
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refined statistics will give more depend- 
able results. Yet, the point of view, 
the underlying principles, the mental 
processes of solution, given concrete 
form in methods and tables, are well 
illustrated by simple arithmetic. 

For obvious reasons we shall now 
speak in the third person. The facts 
stated, and their relations, are of actual 
experience. Amounts, where they per- 
tain to our industry, are disguised. 
Territory lines and office locations are, 
of course, fictitious. But all the kernel 
is left. 


SETTING THE 1925 SALES QUOTA 
FOR THE MARKHAM MANUFACTURING 
COMPANY 


Scope of Company’s Activities 


The Markham Manufacturing Com- 
pany produces and distributes the 
“Marko” line of brass goods for ordi- 
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TasLe II. Estimatep Torat or Brass 
Goops Sotp In New ENGLAND ! 


Based upon proportionate part of total annual pur- 
chasing power—probably spent upon 
brass goods of all kinds 


1924 





hy 1919 1920 1921 1922 1923 

In thousands 

of pounds: 8,000 8,600 4,800 8,800 9,200 (9,500) 
(Est.) 


nary steam, water, oil, and gas piping. 
The line includes valves of various de- 
signs, fittings, both screwed and flanged, 
and necessary appurtenances to com- 
plete installation of brass piping sys- 
tems. These systems, of course, are 
installed in almost any type of structure, 
whether for residential, industrial, busi- 
ness, or public service purposes. 

The factory is located in eastern 
Massachusetts, and has a rated capac- 
ity of 115,000 pounds per month out- 
put. Balance-of-stores cards properly 
take care of production control by 
item, as demand reflects itself upon the 
balance-of-stores records. 

The company distributes its goods 
through sales offices which solicit and 





1In one sense, this Table II estimate is the 
kernel in the problem in quota setting. In another 
sense, it is a separate problem in itself. At some 
time—by special research on the part of retained 
specialists or on the part of the company’s own 
employees assigned to the special task—a com- 
pany may well determine just what factors govern 
the share of prosperity or depression that tends to 
be allotted to its industry as a whole during the 
varying phases of a business cycle. It is obvious 
that, if an industry, such as the brass goods indus- 
try, can determine that there will be a certain 
number of dollars’ worth ef brass business out of 
every hundred thousand dollars’ worth of building 
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maintain jobber connections for js, 
mate distribution to users, who ap 
largely local steamfitters, plumbers, an; 
so forth. Due partly to burdensome 
freight costs on long-haul deliveries an; 
to unfavorable competition in territories 
remote from home territory, its selling 
field is practically limited to the Ney 
England states. Therefore, there ar 
sales offices to cover as many sales 
territories within New England. Th 
breakdown of the sales territories fol. 
lows the state lines, and the sales offices 
line up as follows: 


Sales Office Territory Covered 
Portland Maine 
Manchester New Hampshire and 
Vermont 
Boston Massachusetts 
Providence Rhode Island 
Hartford Connecticut 


Desire to Establish Sales Quota for 
1925 


Because of the fortunate experiences 
of other concerns, the company feels it 





construction, that the average real estate transac 
tion will involve repair work necessitating bras 
goods in a usual proportion, that the growth of 
literate population, well housed and convenienced, 
will assure a definite growth in brass-goods de 
mand, other factors being equal, and so forth, s 
market factors can be established—then, it is pos 
sible to estimate, from the annual records of the 
varying factors, the probable share of busines 
that is available each year to the brass-goois 
industry as a whole. Needless to repeat, tht 
figures inserted here do not reveal discovered 
facts; they are necessarily made fictitious, but the 
table presented suggests clearly the necessary sttp 
in the procedure. 











Tasie II]. Marko Propucts’ SHARE or Torat Brass Goops SOLD 
(In thousands of pounds) 
Item 1919 1920 1921 1922 
Estimated Total Sold (Table II)..... 8,000 | 8,600 | 4,800 | 8,800 
Marko Products Sold (Table I)...... 681 774 436 858 
Marko Products’ Share of Total... .. 8.5% | 9.0% | 9.1% | 9.7% 
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Taste IV. Measures oF New ENGLAND’s INDUSTRIAL AND TRADE GROWTH 






































———————— 
Building Index of § 
Index of Car Loadi Index of 
Year yo Real Estate Purchasing Powert of Merchandise N. E. Tradel| 
(Number of Transactions (Value) q (Based upon (Based upon 
Projects)* (Number)t Quantity) Value) 
1919 11,776 63 $6,240,000,000 100 oats 
1920 10,569 85 733§ §:000,000 104 113 
1921 12,962 72 §,920,000,000 87 87 
1922 18,319 83 6,075,000,000 100 go 
1923 15,581 110 6,950,000,000 98 100 
1924°* (12,500) (114) (7,000,000,000) (107) (103) 
* F. W. Dodge Co. 


+ Babson Statistical Organization. 
Boston Federal Reserve 
; Boston Federal Reserve 
Standard Daily Trade Service. 


District Bank Debits, outside Boston. 
Bulletin. 


Since these figures are influenced by price changes, it must be realized that recent physical growth would be greater than is 


indicated by the value figures. 


** 1924 totals estimated upon basis of returns for 7 or 8 months. 


would be desirable to establish sales 
quotas not only for the company as a 
whole, but for each sales office. 

For the company as a whole, the 
total quota broken down to monthly 
amounts should give the factory a fair 
schedule upon which to base initial pro- 
duction plans and forward purchasing 
schedules covering raw-material require- 
ments. Furthermore, the factory 
should be in a better position to elim- 
inate, partially at least, the usual 
seasonal variation in its production 
rates, thereby stabilizing employment. 

On the other hand, the company feels 
that the manager of each sales terri- 
tory should be in a position to stimulate 
his men by breaking down to individual 
quotas a well-planned territorial quota. 
When the requirement is placed upon 
the manager, he may, in turn, require a 
proportionate contribution toward the 
quota from each of the salesmen with- 
in his territory. It feels, also, that to 
stimulate the salesmen by setting a 
quota, it is essential that the salesman 
be able to check himself up frequently. 
That is, every month he should be able 
to check his actual business received 
against the quota assigned him. 

_ The company has been manufactur- 
ing its line of goods for some years 


and is now fortunate in having back of 
it full post-war monthly records of its 
total orders received. The unit used is 
“number of pounds”’ sold and its month- 
ly record shown in Table I. 


Company’s Proportion of Total New 
England Brass-Goods Business 


Recently, the company became in- 
terested in trying to establish what 
proportion of the total available busi- 
ness it had been receiving. It was not 
possible nor necessary to attempt this 
comparison on a monthly basis, but it 
did try to get a picture of the total 
amount of its line of brass goods sold 
in the New England states by all brass 
distributers. It feels that there is a rea- 
sonable degree of accuracy in the figures 
given in Table II, representing total 
brass goods sold in New England in the 
years indicated. 

Checking the Marko sales against 
these annual totals shows that its per- 
centage of the total business has been 
increasing as given in Table III, on the 
opposite page. 


Variations in Demand for Brass Goods 


The company has come to feel that 
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its volume of business in any year will 
depend almost wholly upon the total 
volume of brass business done in New 
England in that year and, further, that 
the volume of total brass business to be 
done in any year depends, to a consider- 
able extent, upon the general business 
health and upon the status of purchas- 
ing power of the community which con- 
sumes its goods. Therefore, it is com- 
ing to have a degree of respect for 
statistical figures which indicate the 
variations in business health and in pur- 
chasing power. It has gathered several 
statistical series which it thinks should 
give them a background for anticipating 
the probable volume of the coming 
year’s total New England brass busi- 
ness. For many of these series it has 
the monthly postings, but the annual 
figures listed in Table IV, on the pre- 
ceding page, give a general picture. 


Territorial Distribution of Marko 
Business 


The Markham Company for some 
time has compiled its charges to cus- 
tomers by the total of its several terri- 
tories as well as by grand total. It 
has recently come to feel that the in- 
coming “orders in physical units’’ 
should be tabulated also by territories 
because sales quotas and production 
plans can best be calculated from fig- 
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ures which represent consumer demand 
rather than producers’ shipments, D,. 
spite the fact that such quantity orders 
figures are not yet available as a basis 
for establishing the territorial sale 
quotas, it still feels that any quota to b. 
effective must be broken down by terri. 
torial units in order that each sales 
office may know exactly what amount of 
business its territory should yield, 
Therefore, it has secured figures 
which indicate the territorial distriby. 
tion of the kind of customer who would 
buy Marko products. Table V, below, 
shows several series, each of which 
seems to indicate an assortment of po. 
tential buyers of its line of brass goods, 
It is not certain that all series should 
be given equal weight in determining 
how its total sales quota, once it has 
been decided upon, should be distributed 
to the several territories. Lacking 1 
better basis, however, it is assuming that 
each distribution index should have 
equal weight in determining what rat- 
able share of the total anticipated 192; 
business should come from each of the 
five territories. 


THE PROBLEM 


1. What should be the annual total quota 
for the Markham Company for 1925? 
2. How should this quota be distributed 
over the 12 months of 1925? In other 
words, what proportion of the year's total 




















Taste V. MeEaAsuRES OF DISTRIBUTION OF THE KINDS oF PURCHASING Power THAT 
CREATE DEMAND FoR Brass Goops 

Manu- Curtis Truck 

Sales Office Territory Literate factured | Wholesale Bank Personal Circu- | Registra 

Population} Products Outlets Debits Income lation tions 

PUN. 5 ck Mn cehaccoencd 601,000 |$ 340,000 623 |$  580,000]$ 141,000} $6,995 | 11,40 
Manchester..| New Hampshire 

and Vermont..... 622,000 | 360,000 470 220,000] 147,000] 53,065 | 9,60 

Boston...... Massachusetts. ..... 2,960,000 | 2,849,000] 6,182 | 18,960,000} 1,376,000] 255,219 | 68,50 

Providence...| Rhode Island....... 452,000 | 517,000 688 1,640,000] 189,000] 28,674 | 11,00 

Hartford. ...}| Connecticut........ 1,020,000 | 836,cco} 1,166 2,390,000] 414,000] 85,875 | 24,80 

Total of All Territories........ $,655,000 |$4,902,000] 9,129 |$23,790,000]$2,267,000} 479,828 |125,99° 
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Tape VI. 


GrowTtH oF New ENGLAND ActTiviTiEs SUSTAINING Brass-Goops 


INDUSTRIES 


(Based upon each year’s increase over its previous yeat. As calculated from Table IV data) 





























Buildi 

ve come | Slee | “wet | seen | ee 
1920 anccenees ahaa —10% +35% +18% > et eee 
ty) oe +23 $5 —I9 oe eae. 
ey ee. +41 +15 + 3 +15 + 4% 
yk cco —15 +33 +14 -— 3 +11 
1924 (Est.)...-----+-+0+> (—20) (+ 4) (+ 1) (+ 9) (+ 3) 
Average Annual Growth... + 4% +14% + 3% + 2% + 6% 





business should be contributed during each 
month of the year? 

3. What should be the annual quota for 
each of the five territories? 

4. What should be each territory’s 12 
monthly quota amounts which would com- 
prise the respective territory’s annual quota? 


SUGGESTED SOLUTION OF MARKHAM 
MANUFACTURING COMPANY’S 
1925 SALE QuoTA PROBLEM 


The Probable 1925 Total New En- 
gland Brass Business 


The first step is to determine what 
will be the probable status of trade in 
the general lines of business activity in 
1925 that would result in expansion or 
contraction of purchasing power avail- 
able for buying brass goods. Table VI, 
above, shows an attempt to derive from 
Table IV an indication of the average 
rate of annual growth and consequently 
an estimate for 1925. 

Of course, it is obvious that the 
annual change in particular years varies 
greatly from the average. Consequent- 
ly, in attempting to gage the probable 
1924-1925 growth in each of the activi- 
ties measured, the Table IV data are 
supplemented in most cases by monthly 
data which exhibit more definitely the 
current trend of growth or change, and 


the data are supplemented further by 
economic study and by personal inquiry 
of associates in the trade. In this way, 
the officers of the company feel that the 
estimates in the left column of Table 
VII, below, have a fair chance of ma- 
terializing into fact. 

In this table, in arriving at the aver- 
age growth of all activities, an equal 
influence could have been given to each. 
Though there is no statistical confirma- 
tion that they should favor any one of 
the indexes more than others, there is, 
however, a natural feeling that the in- 














Taste VII. ANTICIPATED 1925 GROWTH 
OF SUSTAINING ACTIVITIES 
Assumed 
Item % Growth | Weighting | Produ.t 
Over 1924* 
Building Contracts 
err — 5% x2 —10% 
Real Fstate......... + 8 X1 + 8 
Purchasing Power....| +10 XI +10 
Car Loadings........ +12 XI +12 
New England Trade..} +10 x1 +10 
Totals 6 +30% 














Average Territorial Growth to Be Anti- 
cipated between 1924 and 1925=....+30%=+5% 
6 





*At time of writing, these are but tentative esti- 
mates for 1925, based upon only a partial picture of 
1924 actual record, and upon a preliminary assumption 
as to basic conditions and trends likely in 1925. They 
serve well enough, however, to illustrate the processes 
involved. 
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Taste VIII. Anticiparep 1925 ToraL 
DEMAND FOR ALL BRANDS OF 
Brass Goops 


1924 Estimated total New England brass-goods 
business, from Table II...9,500,000 pounds 
1925 Estimated growth in brass-goods business— 
assumed to be the same percentage as the 
growth estimated for the activities which 
sustain the brass-goods business—as calcu- 
ee eererr +5% 
Consequent probable total brass-goods business 
for all brass-goods manufacturers in 
DOOS lv cicncedesneeuseean 10,000,000 pounds 





dicators of the building situation should 
be given a considerable influence. Ac- 
cordingly, in striking an average for 
all lines, building is added in twice. 
This extra influence, together with the 
inclusion of real estate transactions, 
gives nearly one-half influence to the 
building situation. 


Then, from Table II estimate of 
the probable 1924 total demand for 
all kinds of brass goods of all brands, 
we compute the probable 1925 amount 
of such business by applying the Table 
VII percentage increase over 1924 
levels, as shown in Table VIII, at the 
top of the page. 

Noting its gradually increasing share 
of the business and determining that 
this increase shall continue, the com- 
pany has decided that it may justifiably 
expect 12% of all available brass busi- 
ness in 1925. Wherefore, it calculates 


Taste X. RoucH CALCULATION OF SEASONAL DISTRIBUTION OF AVERAGE ANNUAL 
ORDERS 
(In thousands of pounds—based upon Table 1) 
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TABLE IX, ANTICIPATED 1925 Tora, De 
MAND FOR MArKo Brass Goons 








=—=- 


Anticipated Total Demand 

(from Table VIII) ... . 10,000,000 pounds 
Share Marko Should Secure 

in 1925 (based on Table 

Ill) 


Marko’s 1925 Share..... 1,200,000 pounds 





the amount of its 1925 share from 
Table III, as shown in Table IX, above. 


The Marko total annual quota for 
1925, then, is authorized at 1,200,000 
pounds. 


The Monthly Distribution of 1925 
Quota Sales 


From the Table I figures the com. 
pany has developed by a practical statis. 
tical method the seasonal distribution 
of the annual business in an average 
year as shown in Table X, below. 


However, it feels that in 1925 the 
demand will develop heaviest in the 
first part of the year. Hence, it adjusts 
the average year’s distribution to set up 
a tentative 1925 distribution by assum: 
ing that January will be about 10% 
above its average and that this accel- 
erating influence in January will gradu. 
ally give way during the year to a re: 
tardation of about 10% below average 
at the end of 1925. The adjustment 





Item Ave. 


Apr. 


Ave. 
Mar. 


Ave. 
Feb. 


Ave. 
Jan. 


May 


Ave. 
June 


Ave. 
Oct. 


Ave. 
Sept. 


Ave. 
Aug. 


Ave. 
July 


Ave. 





Average Monthly Orders (that is, 


6 Januarys+6).............. 77-3 173-7 169.0 174.7 


Average Monthly Percentage Dis- 


tribution to Months of Average 


RID TOUR. 00 00 c008s Keen 9-8 | 9.4 | 8.8 | 9. 


wa 














69.7 





| 8.8 


60.0 |66.8 71.0 


56.3 





8.5 | 7.1 | 7.8 | 9.0 
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5 Torar De. 
Goons 
—. 


100,000 Pounds 


12% 
ems 
00,000 Pounds 


ne 
—— 


share from 


e IX, above, 


1 quota for 
t 1,200,000 


t of 1925 


es the com- 
ctical statis. 
distribution 
an average 
elow. 

n 1925 the 
iest in the 
e, it adjusts 
mn to set up 
) by assum: 
bout 10% 
this accel- 
will gradu. 
ar to a re- 
yw average 
adjustment 


1B ANNUAL 


Average 
Annual 










Taste XI. 
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ADJUSTMENT OF AVERAGE SEASONAL DisrriBuTION To Apapt IT To PRos- 
ABLE DiSTRIBUTION ANTICIPATED DURING 1925 

(Increasing Table X percentages in early part of year, and correspondingly decreasing them in 

latter part) 











Feb. | Mar. 


Item 





Apr. 


May | June | July | Aug. | Sept. Nov. | Dec. 












Table X — Average Monthly 
Distribution......--++++ 


ximate Percentage Ad- 
——— Up or Down (to! 
throw a more-than-usual 
proportion into early part 
Of YEAT).seeeeeeeeeeeeees 


9.8%] 9.4%| 8.8% 


+11%| +9%| +7% 


Monthly Distribution (ad- 


justed for 1925 conditions) 10.9%| 10.2%] 9.4% 


Consequent Breakdown of 
1925 Annual Quota to 
Monthly Amounts (thou- 


sands of pounds)......... 122 


1,200 I31r 113 

















9.5% 


+s% 


9.9% 


119 


8.8%] 7.6%] 8.5%| 7.1%) 7.8% 7.0%| 6.7% 


+3%| +1%| -1% —9%| —11% 


9.0%| 7-7%| 8.4%| 6.8%] 7.3% 6.3%] 5.8% 


101 82 88 99 76 60 












































to derive the tentative 1925 distribution 
is shown in Table XI, above. 

Still, it feels that its own monthly 
figures should reveal a general trend 
which may be projected into the year 
1925, thereby checking this tentative 
distribution. 

First, in order to smooth out erratic 
month-by-month movements in the 
Table I figures, it took a five months’ 
moving average as far as_ possible 
down to date, estimating the balance 
of 1924. From this five months’ mov- 
ing average of actual figures it con- 
structed a “year ago” index of cycle 
trends as shown in Table XII, below. 

Fach percentage in Table XII 
means that in the year and month in- 
dicated the general tendency for busi- 
ness was to be that percentage over 
the same period in the previous year. 


Tasie XII. 


While this comparison is not statistical- 
ly precise, it has the effect of eliminat- 
ing seasonal variations and, to a con- 
siderable degree, the growth element. 
In the resultant index, then, there is 
only an indication of the upward and 
downward swings of the business. 
When these percentage indexes are 
charted, they present a fairly smooth 
curve, which may be projected forward 
throughout the coming year with some 
assurance of probability. 

Of course, the central or average 
level of such a curve in 1925 would 
necessarily show about the same per- 
centage over 1924 as the 1925 annual 
total quota would show in percentage 
over 1924 annual total sales. Then 
there is one other limiting feature 
which partially determines how the 
“year ago” curve should be projected 


“Year Aco” INDEX oF MARKo SALES 






Indicating the trend tendency of current months to be a percentage better or worse than in the same 
period of the previous year) 












































Apr. May | June July Aug. | Sept. Oct. Nov. Dec Annual 
Average 
75 | +60] +42] +4 | —21 | —29|] —40] —49] —62] +14% 
—65 | —59 | —59 | —43 | —30| —16 | +11] +40] +76) —447% 
+171) +151) +134) +137] +91 | +56 | +51 | +64] +58] +97% 
+1 | —12 | —18 | —34 | —27 | —17 |] —16| —16] —7 +10% 
+1 | +6 | +11 | +34 | +39 | +42 | +43 .... | (+9%) Est. 














prrw7ere’n CAT EFS OTIOTAS: A PRORI FM ANT) COTTIITION 





























218 HARVARD BUSINESS REVIEW 
Taste XIII. DistrisuTion oF ANNUAL QUOTA To MONTHLY Quvoras 
(In pounds) 
By “Year Ago” Method} Adopted M 8 oa 
y “Year Ago opti 
By Adjusted Average |(based upon projection Sales Jo ad Consequent Monty 
Month Distribution Method | of trend curve charted (average of two, Adopted M a of 
(from Table XI) from Table XII) rounded off) Sales Queen” 
ee 
a er ere 131,000 130,000 130,000 10.8% 
February...... 122,000 125,000 125,000 
March...... 113,000 120,000 11,000 
_ SSS 119,000 115,000 115,000 
EE 108,000 120,000 115,000 
ae 92,000 100,000 95,000 
ee 101,000 100,000 100,000 
August...... a 82,000 80,000 80,000 
September... . 88,000 go,000 g0,000 
October... . 99,000 85,000 go,000 
November. 76,000 70,000 75,000 
December. . 69,000 65,000 70,000 
Total 1,200,000 1,200,000 1,200,000 100.0% 

















through 1925—that is, account may be 
taken of the usual duration of booms 
of business during periods such as will 
be experienced in 1924 and 1925. 
Having projected the curve forward, 
the monthly amounts are tentatively 
read off and the percentage for each 
month is applied to the actual sales 
amount in the same season in the previ- 
ous year, 1924. This gives a rough 
monthly distribution of the annual total. 
The first trial to summate the 12 
months did not give a total agreeing with 
the assumed total annual business, de- 
termined by Table IX. But it was pos- 
sible to harmonize the monthly amounts 


derived from the “year ago” projection 
with this predetermined annual total. 
In Table XIII, the monthly distribu. 
tion obtained in this way is compared 
with the monthly distribution obtained 
The results by the two 
methods are averaged to secure the final 


in Table XI. 


monthly distribution. 


distribution results in the monthly per- 
centage contributions to total annual 
business as indicated in the final column. 


Breakdown 


From Table V, we calculate the per 













Total Annual Quota to 
Territorial Annual Quotas 


This monthly 





Straight 
Average 











c 
oe 


61 


Taste XIV. ‘TerriroriAL DistrisuTION oF Brass-Goops PURCHASING POWER 
(Percentages based on amounts of Table V) 
Literate | Manufac- | Wholesale Bank Personal Curtis Truck 
Territory Popula- tured Outlets Debits Income Circula- | Registra- 
tion Products tion 

i. Se 1% 7% 7% 2% 6% 12% 
Manchester............. 11 7 5 1 7 11 
Boston......... 2 58 67 80 61 53 
Providence. . . sy 11 8 7 8 6 
Hartford... .. 18 17 13 10 18 18 

Total. 100% 100% 100% 100% 100% | 100% 
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Taste XV. TERRITORIAL DISTRIBUTION OF Marko's 1925 ANNUAL Quota 


—— 














Item Total Portland Manchester Boston Providence Hartford 


farko’s 1925 Annual Quota 
onal (from Table XIII, 
in pounds) «<b 1,200,000 





‘erritorial Distribution of 
Potential Marko Buyers 




















(from Table XIV) eee 100% 8% 71% 61% 8% 16% 
1925 Annual Total Quota 

(broken down by these ratios 

to Annual Territorial 

Quotas)..........+++++++++]1,200,000} 96,000 | 84,000 | 732,000 | 96,000 | 192,000 





centage weighting of each territory with straight averages shown in Table XIV 
reference to total territories in Table are used in Table XV as the breakdown 
XIV, on the opposite page. ratios for distributing the annual 1925 
mF As suggested in the discussion of total quota to separate annual quotas 
) projection MF Table V, it is thought justifiable to al- for each of the five territories. 

nnual total, Mlow equal influence when taking the 

hly distribu HP average of these distribution indexes. Monthly Breakdown of Territorial 
is compared HMB If there were some reasonable basis for Annual Quotas 

ion obtained HR doing so, it would be a small matter 


100.0% 


ee 


by the two Miwhen averaging to allow extra influ- Lacking any definite basis for distin- 
cure the final Hence to the most important or most re- guishing between the several territories, 
Lis gue liable indexes. As it is, however, the the total annual business for each terri- 
nonthly per. 


otal annual Taste XVI. CaLcuLaTion oF ReQuisire CONTRIBUTION FROM EACH ‘TERRITORY 

















inal column. EacH MontH To AssuURE ATTAINMENT OF Marko's ToTaL 1925 ANNUAL QUOTA 
Assuming Same 
Ouota to Monthly Breakdown SALES TERRITORY ASSIGNMENTS (IN POUNDS) Grand Total 
~ Ratios as for Total of All 
uotas Month of All Territories Territories 
(See Table XIII) Portland |Manchester} Boston | Providence} Hartford |(SeeTableXIII) 
ate the per Annual Totals........ (700.0%) 96,000 | 84,000 | 732,000 | 96,000 | 192,000 | 1,200,000 
January........ 10.8 10,400 9,100 | 79,200 | 10,400 | 20,900 130,000 
3 Power : eee, See 10.4 10,000 8,800 76,200 10,000 20,000 125,000 
se 9.6 9,200 8,000 | 70,200 9,200 | 18,400 115,000 
Straight > geht ta, 9.6 9,200 8,000 | 70,200 9,200 18,400 115,000 
May 
Average gala 9.6 9,200 8,000 70,200 9,200 18,400 11,000 
Peo tescacny dni 7.9 7,600 6,700 | §7,900 7,600 | 15,200 95,000 
_ Oe 8.3 8,000 7,100 | 60,900 8,000 | 16,000 100,000 
ee 6.7 6,400 5,600 48,900 6,400 12,700 80,000 
errs 7.8 7,200 6,300 $4,900 7,200 14,400 g0,000 
i 24 7,200 6,300 $4,900 7,200 14,400 90,000 
“ste ws tte eeeees 6.3 6,000 §,100 | 46,000 6,000 11,g00 75,000 
MDE... ws... 5.8 5,600 §,000 | 42,500 5,600 | 11,300 70,000 
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tory is broken down to monthly distri- 
bution by the ratios developed from the 
grand total quota given in Table XIII, 
on page 218. The breakdown process, 
and the consequent monthly allotment 
for each territory, shows in the final 
table. 


Conclusion 


In stating the problem, we might 
have added a question: “‘How shall the 
budget sales quota be sold to the sales- 
man?” 

That problem would require a full 
discussion by itself. The person best 
fitted by ability and experience to sug- 
gest the solution of that problem is the 
sales manager who has himself been 
convinced of the merits and the prac- 
tical utility of the budget sales quota. 





To a man so qualified, the task of car. 
rying out quota plans is not difficult, 4 
contagious enthusiasm does not wai 
upon arguments. The salesmen’s ep, 
thusiasm for a budget sales quots js 
caught, not taught. 

But the utility of the down-to-earth 
budget sales quota, which speaks for 
itself throughout the illustration, jg not 
limited to that quota alone. The sale 
quota is the root of the whole budge 
plan. Adequacy in operation of that 
plan depends on the sales quota. And 
the fruits are stabilized production, 
steadier load upon works’ facilities, 
calmly prepared purchasing schedules, 
leisurely negotiated current financing, a 
confident management and, most pleas. 
ing of all—yet thoroughly consistent— 
enhanced profits and better, steadier em. 


ployment. 
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difficult. 4 
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Departments, was suggested by one of the out- 
standing characteristics of the Graduate School 
of Business Administration, the case method 
of teaching. Case studies are based upon the 
actual experiences of business concerns; to 
avoid disclosure of confidential material, how- 
ever, it is necessary to disguise the names of the 
concerns. The last of the Departments con- 
tains critical reviews and short descriptions of 
new books of interest to business men. 


Tue material in the Departments of the Review 
presented by the Student Editorial Board is 
chosen with regard to its interest to business 
executives and to the possibility of utilizing 
most effectively the resources at the command 
of the members of the Board. 

The first Department,“ Summaries of Business 
Research,” comprises summaries of the results 
of the investigation of various business subjects. 
“Case Studies in Business,” the second of these 
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A STUDY IN INVESTMENT VALUES OF 
INDUSTRIAL BONDS' 


N a former issue of the HARVARD 
Business Review? there was pre- 
sented in an article by A. S. Dew- 

ing the theory that the gross income re- 
ceived from any investment is made up 
of three separate elements. The first 
of these is pure interest, which is de- 
fined as a theoretical amount sufficient 
to attract capital to a supposedly risk- 
less venture. The second element is 
compensation for the risk involved; a 
risk which can never be foretold with 
exactness, but must always be esti- 
mated. The ailowance for this ele- 
ment, therefore, may be greater or less 
than necessary. There is also a resid- 
ual third element, which is the final 
component of the yield; this last ele- 
ment is analogous to an entrepreneur’s 
profit. It is stated that a shrewd in- 
vestor can purchase a security in which 
the risk factor has been overestimated 
and thus secure an additional return 
similar to a pure business profit. An 
individual not so well versed in invest- 
ment, however, may neglect to make a 
sufficient allowance for the chance of 
loss of his capital and thus fail to ob- 
tain the requisite compensation. 

Developing this theory further in a 

subsequent article, Mr. Dewing de- 
fines a good investment as one quite 
distinct from a sound investment. In 


2 Adapted from a thesis by A. J. Friedlander, 
in the course in Corporation Finance, Harvard 
Graduate School of Business Administration. 


2 HARVARD Business Review, Vol. I, p. 300. “The 
Elements of Investment Income.” 


3 Jbid., Vol. I, p. 454. “The Role of Economic 
Profits in the Return on Investments.” 
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common usage a good investment js 
often thought to be one in which the 
risk of loss is small. Mr. Dewing 
states that a speculative security may be 
a good investment, though not neces. 
sarily a sound one, when the money 
yield will give to the beneficiary a re. 
turn greater than pure interest, after 
adjustment for loss. Conversely, a bad 
investment is not necessarily a specula. 
tive or risky one, it is merely one in 
which the investor obtains a negative 
business profit. 

In order to throw some light on the 
practical application of this theory and 
to determine whether or not there has 
been a tendency to over- or under 
estimate the risk element, an investiga. 
tion was made of the bonds issued dur- 
ing the last 10 years by industrial cor- 
porations. Because of the difficulty in 
obtaining data only issues greater than 
$100,000 were used. Bonds having a 
term of less than a year were not in 
cluded, since these have the character- 
istics of commercial paper rather than 
of longer term investments. Bonds 
rather than stocks were chosen for two 
reasons: (1) the disbursements to the 
investor are regular and definitely es 
tablished, and (2) the desire for spec: 
ulative profit is not present to as great 
an extent as in the case of stocks, mak- 
ing it easier to split up the gross yield 
into the three elements referred to 
above. Bonds of industrial corpor 
tions rather than those of civil jurisdic 
tions, railroads, or other public service 
corporations were chosen because as 4 
class they are regarded as the least 


































sound, and consequently their risks 
are most liable to be over- or under- 


estimated.* 
In order to obtain conclusive results, 


r this study was based upon as large and 
as typical a group of securities as pos- 
sible. The records of all issues of in- 

investment is fM dustrial bonds distributed between Jan- 

in which the ME Uaty 1, 1914; and January 1, 1924, 

Mr. Dewing Mi Were secured from The Commercial 

curity may be fae 2" Financial Chronicle.6 Prices of 

h not neces. Ie listed securities on or near December 

1 the money MM 3!, 1923, were obtained from the lists 

eficiary a re. Of the various stock exchanges. For 


the unlisted issues the bids and offers 
of the National Corporation Bond 
Summary were utilized. 

After omitting all issues for which 
the required information was not avail- 
able, 1,131 issues remained. These 
were subdivided into two general clas- 


iterest, after 
ersely, a bad 
ly a specula. 
erely one in 
$ a negative 


light on the 


s theory and (Mm Sifications: — short-time securities or 
ot there has ae notes, and long-time securities or bonds. 
- or under M4" arbitrary distinction had to be 
an investiga. made, since the name—bond or note— 


which appears on the face of the issue 
usually bears little significance. Two 


$s issued dur. 
dustrial cor- 


difficulty in hundred and seventy-eight securities 
greater than having maturities of between one and 
ds having 1 fm "Ye years were considered as notes, 
vere not in Mae While 853 securities with terms of six 
e character: Me YC2TS Or over were classed as bonds. 
rather than fae 2t was felt that such a distinction was 
its. Bonds Me "¢cessary, since the two types are 
sen for two fae SUally floated for different reasons, se- 


cured by different assets and provisions, 
and purchased by different classes of 
investors for different purposes. 

In order to determine the magnitude 


nents to the 
lefinitely es 
re for spec- 


to as great ; 

stocks, mak Ife °f the residual element representing the 
gross yield JM °VeT- Or under-estimation of the risk, 
referred to [ae 't WaS necessary: (1) to determine the 





al corpora- 1 
ivil jurisdic. f a securities would offer an equally fruit- 
alle eae : eld for such an investigation were it not 
c or the disrupting influences of the Great War. 
ecause as 4 *Since none of the summaries of current bond 


s the least offerings appearing in the various financial pub- 
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average issuing yield of the bonds, (2) 
to measure, and deduct therefrom, the 
yield equivalent of the losses incurred 
throughout the period, and (3) to de- 
termine and deduct the pure interest 
factor. 


Measuring the Losses 


The arithmetic averages of the yields 
at which the bonds and notes were is- 
sued are shown graphically in Chart I. 
The average issuing yield of the bonds 
throughout the period was 7.02%, 
while that of the notes was slightly 
higher, 7.06%. 

It would be highly desirable to de- 
termine the average yield of all these 
issues at the end of the period if this 
were possible. In this manner the ap- 
preciation or depreciation of principal 
might be determined, thus indicating 
the extent of the investment risk in- 
volved. In calculating this yield, how- 
ever, several difficulties were encoun- 
tered; namely, (1) some of the issues 
matured or were called within the 1o0- 
year period; (2) other securities had 
depreciated in principal to such an ex- 
tent that they yielded over 15%, mak- 
ing necessary the use of mathematical 
calculations; and (3) other issues were 
defaulted. 

Seven bonds and 123 notes matured 
in this period. This difficulty was met 
in a necessarily arbitrary manner by 
considering the ultimate yields as being 
equal to those at which the securities 
were issued. For the 126 bonds and 
72 notes that were redeemed before 
maturity the same procedure was fol- 
lowed. This neglected any premium 
accruing to the holder of -such securi- 





lications gave a sufficiently complete list, data 
concerning maturity and price of bonds issued 
were obtained from the weekly “News of Indus- 
trial and Miscellaneous Companies” section of 
The Commercial and Financial Chronicle. 


225 








224 HARVARD BUSINESS REVIEW 


ties. But since investors did not pur- cipal to such an extent that they yielded 
chase the securities with the expectation over 15%. No available bond tably 
that they would be called, it seems rea- could be utilized in determining the, 
sonable to consider these obligations as actual yields, and consequently their ¢f 
giving only the issuing yields. The fect upon the group average had to 
error of neglecting the premium is on calculated in another way. Of the 1} 
the side of conservatism. At the end bonds, 2 were selling at a price betwee 
of a period it was found that 13 bonds 75 and 100, § between 50 and 75, anj 
and 7 notes had depreciated in prin- 6 between 35 and 50. Their averag 




































































Chart I | 
Issuing Yields of Industrial Bonds and Notes 
Average of Issues per Half Year 
Percentage of Yield 1914-1923 
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Chart It Number of Issues of Industrial Bonds and Notes* 
Percentage During the Period 1914-1923 
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*The number of issues of bonds floated each half-year is expressed as a percentage of the total = : 


of issues of bonds for the to-year period. Similarly,the number of issues of notes floated each half-yea 
expressed as a percentage of the total note issues for this period. 
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selling price was 50. They had been 
outstanding on the average 4.3 years. 
In other words, 50% of the principal 
had to be written off in that time, at 
the rate per bond of 8.6% a year. Since 
the 13 bonds were but 1.52% of the 
total number, each bond in the group 
had to bear an additional yield premium 
of only .2% to compensate for this ele- 
ment of loss. 

The average price of the 7 notes 
yielding over 159% was 78, they were 
outstanding an average period of 4 
years, and represented 2.5% of the 
total number. This gave a loss of 
.1% per year on each note in the entire 
group. 

During the period considered 43 
bonds and 26 notes had been defaulted. 
Of the defaulted bonds, 4 were quoted 
at over 75, 8 between 50 and 75, 16 
between 25 and 50, 8 at less than 25, 
and for the remaining 7 no price could 
be found. This gave an average price 
of 42.5, which represented a loss in 
principal of 57.5% These prices were 
based on the 1923 quotations, which as 
a whole were lower than those at the 
time of default. It would be conserva- 
tive to consider this entire loss of prin- 
cipal as having occurred between the 
time of issue and that of default, an av- 
erage of 2.4 years. The average loss 
per bond per year, therefore, was 24%. 
Since the defaulted bonds were 5% of 
the total, the loss per year for each 
bond in the whole group required an 
additional compensation of 1.2%. Of 
the 26 defaulted notes the average 
price was only 18, the average time 
from issue to default was 2.4 years, 
and these notes made up 9.4% of the 


e—— 


*That this loss is about 234 times as great as 
the similar one for the bonds is not only because 
of the larger percentage of defaults, but also on 
account of their greater severity, as reflected in 
the lower average price. 
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total. This loss, therefore, was equiv- 
alent to 3.2% per year for each note 
in the whole group.° 

A further loss or gain in both bonds 
and notes was incurred through the de- 
preciation or appreciation in principal 
of the securities not heretofore consid- 
ered. The arithmetic average of the 
yields of all bonds outstanding Decem- 
ber 31, 1923, selling below a 15% 
basis, was 7.25% (Table I) as com- 
pared with a yield of 7.02% at the time 
of issue. This difference in yield of 
.23% represents the additional loss 
through a decline in price of the bonds. 

The average return for the balance 
of the notes, on the other hand, was 
6.92% as compared with the average 
issuing yield of 7.06%, indicating that 
an appreciation in price had taken 
Tase I. DistRIBUTION oF YIELDS oF IN- 


DUSTRIAL BoNps AND NOoreEs 
DECEMBER 31, 1923 

















Bonps NotTEs 
_ _Yields 
in Percentage | Number P - Number anes 
Under 5 2 2 4 1.4 
5 -5% 18 2.1 19 6.8 
5% -6 38 45 20 7.2 
6 -6% 163 19.4 63 22.6 
6% -7 130 15.2 22 79 
4 - 7% 179 21.0 42 15.1 
7% -8 116 13.6 37 13-3 
8 -8% 68 7.8 24 8.7 
844-9 3° 3-5 8 2.9 
9 -9% 9 1.1 2 7 
9% -10 9 1.1 - site 
Io edd 13 1.5 2 7 
11 -12 14 1.6 1 4 
12 -13 6 7 
130-14 I e Ka wen 
14 =I I z J 4 
1§ oun sees I 4 
Overtg .... 13 1.5 7 2.5 
Defaulted. .... 43 g.0 26 9-4 
Totals...... 853 100.0 278 100.0 

















Average yield of Bonds, excluding defaults and 
SNE FI ass 400sccccnscntnsbadanes 7.25% 


Average yield of Notes, excluding defaults and 
GREE GONE BETO soc cceccccccceesocess 6.92% 
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place. Consequently, the difference in 
yield of .14% represented a reduction 
in the total amount of the losses pre- 
viously considered. 

From the foregoing calculations, the 
yield equivalent of the losses incurred 
throughout the period could be deter- 
mined. In the case of the bonds it 
was equal to the sum of the loss on 
the bonds yielding over 15% (.2%), 
the loss on defaulted bonds (1.2%), 
and the loss on the remaining bonds 
through depreciation in _ principal 
(.23%), or a total loss of 1.63%. 

In the case of the notes, the yield 
equivalent of the losses was equal to 
the sum of the loss on notes yielding 
over 15% (.1%), and that on de- 
faulted notes (3.2%), minus the ap- 
preciation in principal (.14%) which 
gave a loss of 3.16%. 


The Riskless Yield 


From the issuing yield of the bonds 
(7.02%), the percentage (1.63%) 
representing the loss throughout the 
period was subtracted, giving 5.39%, 
the actual riskless yield of the bonds. 
The issuing yield of the notes was 
7.06%, and the yield equivalent of the 
loss, 3.16%. The difference between 
these percentages gave a riskless yield 
on the notes of 3.90%. 

Because of the confidence imposed by 
the general public in government secur- 
ities, and the general recognition of 
their freedom from all elements of 
risk, it has been assumed that the yields 
of Liberty bonds indicate the pure, risk- 
less, interest rate. Since these bonds 





7 Review of Economics Statistics, V, p. 216. 


® The average of the monthly figures for each 
six months was obtained and multiplied by the 
percentage of the total bonds issued in that period 
as shown by Chart II. The same procedure was 
followed for notes. The exact resultant average 
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were not in the market at the beginning 
of the period, and the United State 
Government bonds then outstandi 
commanded an artificially high marke: 
price from the national banks, an index 
covering the entire period could not be 
made up. The index of the yield of 19 
prime railroad bonds used by the Har. 
vard Committee on Economic Re 
search, therefore, was selected.” This 
was weighted according to the number 
of issues in each half-year and a result. 
ing average of about 4.75% obtained 
The spread between the yields on these 
bonds and the corresponding one on 
Liberty bonds was then determined to 
be about .45%.® The pure interest rate 
throughout the period, weighted ac. 
cording to the distribution as shown on 
Chart II, was approximately 4.3%. 

Deducting this amount from the 
yield of 5.39% in the case of bonds 
gave a residual yield of 1.09%, indicat- 
ing that these securities yielded a pos- 
itive business profit of approximately 
1% throughout the period. In the 
same manner, deducting the pure in- 
terest rate from 3.90% in the case of 
the notes, indicated that the risk was 
underestimated and a negative business 
profit of .4% resulted. 


Conclusion 


Some important and interesting con 
clusions may be drawn from the results 
of this investigation. Chart II, which 
shows the percentage of the total num- 
ber of issues of each type of security 
floated each half-year, illustrates the 
effect of the business cycle upon the 





weighted gives an average of 4.76 for the bonds 
and 4.77 for the notes. i 

® The index for December, 1924, stood at 4.78%, 
at which time Liberties, except the 3)2% ss 
with its tax-exempt privilege, were selling  # 


(Commercial and _ume 


4-25%-4.40% basis. 
Chronicle—Quotation Supplement, January, 19% 
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type of securities issued by corporations. 
During the war period, for example, 
bonds and notes were used only to a 
limited extent. Investors desired spec- 
ulative appreciation and willingly pur- 
chased common and preferred stocks. 
During the years 1918 to 1920, as pro- 
duction continued to increase, the com- 
panies needed additional funds for 
working capital to finance an increased 
volume of business at inflated prices. 
Money had become scarce and rates 
were rising, so that short-time notes be- 
came the common method of securing 
required additional capital. 

As may be seen from Charts I and II 
the peak number of note issues came in 
the first half of 1920, just before the 
crisis, and at a time when interest rates, 
as reflected in the issuing yields, were 
approaching their highest point. The 
purchaser of these notes was doubtless 
affected by the boom spirit of the time. 
Prices were at unprecedented heights 
and profits were correspondingly large. 
The yields of the new issues seemed re- 
markably high. The general attitude 
was optimistic, for there appeared to be 
small chance of loss. This resulted in 
an underestimation of the risk element 
in these note issues. During the de- 
pression, defaults became numerous 
and losses were heavy. Because the 


‘risk had been underestimated, inade- 


quate compensation for the real losses 
suffered had been included in the total 
yield. The result was a negative busi- 
ness profit to the investor. 

On the other hand, before 1920, 
bonds were not used except by the finan- 
cially weaker concerns and by large 
corporations engaged in industries re- 
quiring a considerable investment in 
fixed assets. During the depression, 
however, current assets were frozen 
and in most cases could not be liqui- 
dated at any price. Profits were non- 





existent, and capital was needed to pay 
off the heavy floating indebtedness in- 
curred during the period of prosperity. 
Many companies which previously had 
scarcely considered the use of funded 
debt were forced, as a last resort, to 
issue bonds. 

At this time investors were pessimis- 
tic, becoming so conservative that they 
demanded a large compensation for 
risk, in order to protect themselves 
from loss. Under these circumstances 
even the strongest companies were 
forced to pay unusually high rates to 
attract necessary capital..° When the 
peak number of issues appeared in the 
first half of 1922, the average issuing 
yield was considerably over 7%, al- 
though interest rates started to fall in 
1921. This was the result of the con- 
tinuing demand for a high risk pre- 
mium. 

It is at such times that the best op- 
portunity for a business profit to the in- 
vestor arises. In boom times the gen- 
eral estimate of the risk element is sub- 
stantially reduced and the estimates for 
poor issues tend to be narrowed down 
toward those for the higher grade of 
securities. The reverse is true in times 
of depression, for then not only is the 
general estimate of risk greatly en- 
larged, but the estimates on good is- 
sues, because of the universal pessimism 
and caution which prevails, tend to be 
almost as large as those on lower grade 
bonds. As shrewd investors realize this 
they will analyze the individual offers 
carefully and choose those in which the 
overestimation of risk seems to be 
greatest. The amount of this over- 
estimation constitutes the true business 
profit. 





10 For a discussion of the varying movements of 
the pure interest rate and the actual risk com- 
pensation during the cycle, see HARVARD BUSINESS 
Review, Vol. II, No. 1, p. 1. 
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The result of this study of industrial 
bonds issued during the 10-year period 
indicated that there was a profit to the 
investor, since the largest number of 
issues appeared in 1921 and 1922, 
when a pessimistic attitude towards in- 
vestments dominated. For notes, on 
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the other hand, the largest Percentage 
of the total number of issues appeared 
in early 1920, when the investor's Op- 
timistic attitude led to a general under. 
estimation of risk, so that investment jp 
notes resulted in a negative busines 
profit. 


REVIEW 





St percen 

ues appeared 
Investor's op. 
eneral under. 
investment in 
tive business 





CASE STUDIES IN BUSINESS 
SELECTION OF CHANNELS OF DISTRIBUTION 3} 


Sp 
owe = - 
—or =~ 


z 
Fa aa er ee eee ae 





sizes from one-quarter to one 
and one-quarter inches. At the incep- 
tion of the business in 1907, distribu- 
tion was sought primarily through mill 
supply wholesalers, and to a limited ex- 
tent through general hardware whole- 
salers. With the rapid development of 
the automotive industries, wholesalers 
of automotive equipment were added to 
the Alamac Company’s customers. By 
1924 this latter group was taking 65 % 
of the company’s annual sales, which 
in 1923 had amounted to $2,500,000. 
Distribution had become national in 
scope and was secured through approxi- 
mately 600 wholesalers of the types 
mentioned, 

An important question of policy 
arose at this time as the result of a 
substantial number of requests for the 
Alamac line received from a recently 
developed group of wholesalers, who 
specialized primarily in replacement 
parts for automobiles. The Alamac 
Company never had granted exclusive 
agencies, but the management had con- 
sistently pursued a policy of confining 
distribution to the types of wholesalers 
best fitted to sell its product. 

Alamac portable electric drills were 
made in 27 models ranging from 6 to 
59 pounds in weight, and from $32 to 
$220 in price. They had an excellent 





*“Accessory equipment includes the auxiliary or 
supplementary equipment of a plant, which is 
utilized to facilitate the operation of the major 
‘quipment, to aid in carrying on administrative 
and auxiliary services, and for the performance of 
miscellaneous tasks. Accessory equipment includes 
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“principal market was among small re- 
‘pair and miachine-shops, automobile 
service stations, railroad repair shops, 
manufacturing plants, and retailers of 
automotive accessories who did some 
shop work in installing the articles of 
equipment which they sold to consum- 
ers. 

Sales were made only to wholesalers. 
The average size order was $500, and 
the annual purchases of individual 
wholesalers ranged from $2,000 to 
$75,000. Wholesalers ordinarily sold 
only one or two drills at a time, except 
in the case of large industrial users, or 
repair shops which were installing com- 
plete new equipment, 

The sales organization of the Ala- 
mac Company in the United States and 
Canada comprised 10 districts, each 
with an office and a district manager. 
The branch offices did not carry a stock 
of finished drills since they were main- 
tained primarily for the purpose of 
supplying repair parts and of affording 
expert service. The company had in 
all 40 salesmen, including the district 
managers, the number varying from 1 
to 5 for each sales district. In addi- 
tion to this district sales organization, 
a small force of specialty salesmen 
was maintained in important industrial 
sections to call on manufacturers and 
other large industrial users. The 


such items as time clocks and recorders, lockers, 
belts, production meters, small motors, cash regis- 
ters, office furniture, filing cases, automobile trucks, 
factory trucks, tools, and other auxiliary appli- 
ances.”—Melvin T. Copeland, Principles of Mer- 
chandising, p. 138. 


FTAHE Alamac Company manufac-sgyreputation for dependability in use. The 
t tures portable electric drills in 
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orders taken by these salesmen, in all 
cases, were billed through wholesalers 
in accordance with the company’s regu- 
lar policy of protecting fully its whole- 
sale distributers. This practice of 
granting the usual discount to whole- 
salers on orders from large industrial 
users was adhered to even in cases 
where competition made price conces- 
sions necessary for the purpose of ob- 
taining such orders. 

It was the company’s experience that 
automotive equipment wholesalers 
were generally more aggressive and 
possessed greater initiative than other 
wholesalers who were distributing its 
product. It was estimated that there 
were from 1,200 to 1,400 wholesalers 
of automotive equipment in the United 
States, about 300 of whom handled the 
great bulk of the business. These 300, 
practically all of whom regularly car- 
ried Alamac drills, were so-called “‘full- 


line” automotive equipment whole- 
salers. They sold such items as bump- 
ers, brake lining, horns, windshield 


wipers, windshield wings, spotlights, 
motometers, stop signals, shock absorb- 
ers, sun visors, snubbers, and in general, 
articles of external equipment which re- 
quired little time or skill for attach- 
ment. In addition to Alamac portable 
electric drills, these wholesalers also 
sold other items of shop equipment, 
such as engine stands and hand tools. 
To a limited extent, also, they sold re- 
placement parts such as piston rings, 
but usually these wholesalers made 
little effort to develop the replacement 
parts business because of the special- 
ized knowledge and methods which 
that business required. 

The result was that during the period 
from 1920 to 1924, there developed a 
distinct group of wholesalers who 
specialized in automobile replacement 
parts such as pistons, piston rings, trans- 
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mission and differential gears, axles 
and bearings. The ability to make im. 
mediate delivery of a needed part was 
of primary importance in this business 
Many small repair shops, especially 
those in or near cities, carried no stock 
of parts, but depended upon securing 
immediate delivery from wholesalers jn 
response to telephone orders. To be 
in a position to fill such orders, whole. 
salers had to carry large stocks of parts, 
including parts for car models dating 
back several years, and in many cases, 
parts for makes of cars that were no 
longer manufactured. These whole. 
salers had to have an intimate special. 
ized knowledge of the parts business in 
order to keep stocks down to a safe 
figure, and at the same time to serve as 
many customers as possible. Ordina. 
rily, these replacement parts all required 
expert labor for their installation, fre. 
quently involving the tearing down of 
some major unit, such as the engine, 
transmission, or differential. 

Most automobile service stations, of 
course, carried a stock of repair parts, 
which they secured directly from manv- 
facturers. Consequently, they were not 
prospective customers of the replace- 
ment parts wholesalers except in emer- 
gencies. It was estimated by a trade 
journal in 1923, that, in addition to the 
repair parts business handled by manu- 
facturers selling directly to service sta- 
tions, there were approximately 1,000 
firms engaged primarily in the wholesal- 
ing of replacement parts. The annual 
sales volume of these firms amounted 
to approximately $200,000,000. It 
was wholesalers of this type who, in 4 
number of instances, had approached 
the Alamac Company to secure permis 
sion to carry its line of portable electric 
drills. 

The granting of agencies to these 
firms seemed to have certain advan- 
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> no stock the Alamac Company was beginning to 
securing experience some difficulties with the 
dlesalers in large full-line automotive equipment 
8. To be wholesalers who were demanding extra 
ers, whole. discounts because of their large sales 
<s of parts, volume. 

lels dating The management of the Alamac 
lany cases, Company recognized that by selling to 


replacement parts wholesalers it would 


it were no 
arouse the dissatisfaction of the full- 


se whole. 


ite special. line automotive equipment wholesalers. 
business in Many of this latter group were mer- 
to a safe chandising the Alamac product actively, 
tO serve as and were making special efforts to 


Ordina- show retail dealers how to increase 


II required their sales of such accessories as bump- 
lation, fre- ers and shock absorbers by maintaining 
x down of the necessary drills and other equip- 
he engine, ment to install these articles. The Ala- 


mac Company, furthermore, was an 
active member of the Automotive 
Equipment Association, which was 
made up of the leading equipment 
manufacturers and of the full-line auto- 
motive equipment wholesalers, but 
which did not include any wholesalers 
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by manu- After careful deliberation the Ala- 
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The Market 


Portable electric drills are purchased 
by three general classes of retailers in 
the automotive trade: (1) accessory 
and supply dealers, who do not make 
repairs, (2) service stations, which 


to these 
in advan- 
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specialize in the repairing of only those 
cars which they sell, and (3) general 
repair shops, which repair all makes of 
cars. 

Since accessory and supply retailers 
make no repairs, it is obvious that they 
buy drills for the purpose of installing 
accessories. On the other hand, ser- 
vice stations and general repair shops 
may use drills both in the installation 
of accessories and in the making of re- 
pairs. Accessories which ordinarily re- 
quire drills for their installation include 
bumpers, horns, windshield wipers, stop 
signals, sun visors, snubbers, shock ab- 
sorbers, and motometers. This indi- 
cates that there is no independent auto- 
motive market for electric drills, but 
that the demand is derived from the 
making of repairs, and from the in- 
stallation of equipment other than that 
originally provided by the automobile 
manufacturer. 

The question then arises as to the 
method by which this market for drills 
may be reached most effectively. The 
first class of retailers, the accessory 
and supply dealers, is now effectively 
reached by the full-line equipment 
wholesalers who handle drills as a 
necessary supplementary line. These 
dealers, since they do not handle repair 
parts, are not prospective customers of 
the replacement parts wholesalers at 
the present time. 

The second class of retailers, the 
service stations, is also reached by the 
full-line equipment wholesalers from 
whom they purchase accessories and 
some shop equipment. These dealers 
purchase their repair parts primarily 
from the manufacturers whose automo- 
biles they handle. For this reason they 
are not prospective customers of the 
replacement parts wholesalers, except 
for small emergency orders. 

General repair shops have their most 
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frequent buying contacts with replace- 
ment parts wholesalers, for it is from 
these wholesalers that they must pur- 
chase repair parts. They also have 
some contacts, however, with the auto- 
motive equipment wholesalers who sup- 
ply them with such articles as accesso- 
ries, hand tools, and engine stands. 

Drills, as well as the parts sold by 
the replacement parts wholesalers, are 
used in making repairs. Since the two 
lines of product are interrelated, it 
would appear that both could be 
handled effectively by the same distrib- 
uters. It is necessary, however, to con- 
trast the sales methods employed by this 
group of distributers with those of full- 
line accessory wholesalers who now 
form the chief outlet for the product to 
determine whether or not such a plan 
is practicable. 


Sales Methods of Wholesalers 


The business of replacement parts 
wholesalers has been built up to meet 
the demand of repair shops for im- 
mediate delivery on _ repair parts. 
These shops do not purchase an appre- 
ciable number of parts in advance be- 
cause they cannot determine their re- 
quirements until the car which is to be 
repaired is actually in the shop, and it 
follows that a large proportion of pur- 
chases are made by telephone. Another 
effect of the inability of repair shops to 
anticipate requirements is that the use 
of salesmen by replacement parts 
wholesalers is restricted to infrequent 
good-will calls. Both of these facts in- 
dicate that the products now handled 
by this class of wholesale distributers 
do not lend themselves to aggressive 
selling. The replacement parts whole- 
saler must wait for his customers to 
take the initiative. 

The sales methods of full-line equip- 
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ment wholesalers are quite unlike those 
of replacement parts wholesalers, a sity, 
ation which is the result of an inheren: 
difference in the type of goods distrib. 
uted by each. ‘This difference may be 
attributed to two facts. The first of 
these is that the demand for accesso. 
ries, since they are not necessities, is no 
immediate, as is the case with the de. 
mand for repair parts. The other js 
that usually different makes of cars do 
not require different styles of accesso. 
ries, although they do require different 
types of repair parts. The demand for 
the products of equipment wholesalers, 
therefore, can be forecasted with a rea. 
sonable degree of accuracy, so that for. 
ward buying is done by retail dealers. 
This enables these wholesalers to use 
salesmen who make regular calls on 
dealers. The fact that forward buying 
is practiced, and that salesmen are regu. 
larly utilized, makes possible the use of 
aggressive sales methods, and in point 
of fact such methods have been and 
are now employed by the full-line auto- 
motive equipment wholesalers. 


Type of Selling Required for Drills 


It should next be considered which 
of the two types of selling just described 
is best adapted to electric drills. Since 
drills are required for most repair 
work, practically every repair shop is 4 
potential buyer. Most of them now 
have at least a hand-drill. Electric drills 
are not, therefore, a necessity for them, 
but are rather a time- and labor-saving 
device. Consequently, aggressive sel 
ing will be required to induce them to 
supplant the old equipment. Shops 
which already have electric drills may 
require additional units, and those 
shops which have neither type should 
need at least one drill. But 
all cases, aggressive selling must be 
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Aggressive selling is an essential 
factor in the distribution policy of full- 
line automotive equipment wholesalers. 
They are, therefore, best equipped to 
distribute this product. The accessory 
and supply retailers, and the service sta- 
tions, already are being reached effec- 
tively by them. Furthermore, their 
sales organizations would need to be in- 
creased very little in order to direct 


rs. more intensive effort on the repair 
shops since in many instances they are 
for Drills now selling them such articles as pis- 
tons, hand-tools, and engine stands. 
ered which Full-line automotive equipment whole- 
st described salers are specialty wholesalers.2 Con- 
rills. Since sequently, they tend to concentrate 
lost repair sales effort on selected lines of prod- 
ir shop is a uct. Alamac drills now are being sold 
them now aggressively by these wholesalers, and 
ectric drills because of the protection afforded them 
y for them, by the Alamac Company, it may reason- 
abor-saving ably be expected that they will continue 
-essive sell: to push this line. 
ce them to The fact that competitors are be- 
it. Shops ginning to sell to replacement parts 
drills may wholesalers should prove an advantage 
and those we a@te 
ype should _ *A specialty wholesaler is one who specializes 
But in in the distribution of selected types of merchandise. 
zy must be 
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to the Alamac Company. By selling to 
this group, competitors will antagonize 
their full-line equipment wholesalers, 
and thus lose at least a part of their 
business. The Alamac Company should 
have a good opportunity to secure this 
business. 

The agitation of the equipment 
wholesalers for larger discounts should 
have little influence in determining the 
distribution policy in this case. This 
situation would probably have been no 
different if the company were distribut- 
ing through replacement parts whole- 
salers doing the same volume of busi- 
ness, because the problem arose essen- 
tially as a result of the large sales vol- 
ume for drills attained by the equip- 
ment wholesalers following the year 
1921. The important consideration is 
that equipment wholesalers afford the 
best outlets for the company’s product. 

It is advisable, therefore, for the 
company to meet the issue rather than 
to evade it by seeking other channels of 
distribution. 

The decision of the company seems 
justified because the aggressive selling 
necessary for the merchandising of 
drills cannot be secured by using re- 
placement parts wholesalers. 


General Significance 


The distribution problem which con- 
fronted the Alamac Company is a typi- 
cal one faced by many manufacturers 
of industrial goods. The analysis of 
this case discloses a principle of general 
significance; namely, that accessory 
equipment, unlike repair parts, requires 
aggressive selling for the full develop- 
ment of the demand, and consequently 
should be distributed through agencies 
which are adapted to the use of aggres- 
sive sales methods. 
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STATUS OF THE PURCHASING AGENT IN A 
MANUFACTURING ORGANIZATION 


“THE Rubberwebb Manufacturing 
Company produced rubber belt- 
ing, garden hose, floor coverings, and 
other mechanical rubber merchandise. 
The plant was situated in Jersey City 
and the sales department and _ gen- 
eral offices were located in New York. 
In June, 1923, during a period of par- 
tial reorganization of personnel, the 
president appointed a new purchasing 
agent. After a few months’ study of 
his job the new purchasing agent, who 
had previously had executive experience 
in production, recommended a change 
in the organization so that the purchas- 
ing department would function under 
the merchandise manager rather than 
in its former position under the trea- 
surer. 
In June, 1923, the organization 
chart of the company was as shown 
below: 





Orgenization Chart 


Rubberwebb Manufactyring Company 
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The merchandise manager had the 
position usually called general man- 
ager. He was in charge of the plant 
in Jersey City and also of the sales 
office and sales personnel at the general 
offices in New York. His responsibil- 
ities included the supervision of pro- 
duction and the determination of the 
policies pertaining thereto, such as lines 
to be manufactured and the volume of 
output. He also directed distribution, 
which included advertising. In this way 
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he controlled the quality and volume of 
materials to be used. 

The treasurer had charge of finance, 
collections, and payments, of the cler. 
ical force of the New York office, and 
also of the purchasing both of office 
supplies and of raw materials and sup. 
plies for production. The nature of 
the raw materials made speculative pur. 
chasing possible and the company had 
been following a policy of this kind jn 
buying a large part of its materials, 
The treasurer was required to plan his 
financial policy to meet commitments 
for materials bought. Because of his 
knowledge of financial conditions and 
needs, he had been entrusted with the 
job of determining when and to what 
extent to purchase materials. 

The materials purchased each year 
consisted of $450,000 worth of rub- 
ber, $300,000 worth of cotton, 2,000 
tons of coal, and miscellaneous items, 
amounting to a total of $1,200,000. 
The price of rubber was influenced by 
political conditions abroad, by interna 
tional market conditions, and also by 
numerous comparatively unimportant 
factors of which the failure of a rubber 
distributer in Singapore is an example. 
Rubber, therefore, offered an oppor- 
tunity for speculative buying. Cotton 
also presented a chance for either rou: 
tine purchasing or speculative buying. 

Although the company’s speculative 
policy had in the main been confined to 
the purchase of those qualities of mate- 
rials which could be used in production, 
purchasing was not restricted to forward 
buying for future production use only. 
The commodities bought might be held 
for future production needs or they 
might be resold at a later date. Occ 
sionally, when prices seemed unusually 


REVIEW 


under whose authority each properly avoid manufacturing losses, but the pol 


nn Or ere ae eee ee 


o 1 3) ae 














































\ jow, qualities which could not be used 
by the company were bought for resale. 
Just prior to the appointment of the 
| volume of new purchasing agent, such a purchase 
of rubber had been made and a rapid 
of finance, MM price decline had caused a substantial 
rf the clet- HMB ioss when the material was sold. 
office, and Previous to the coming of the new 
h of office purchasing agent the treasurer’s office 
Is and sup. Had had neither adequate records of 
nature of Myast production, a suitable tie-in with 
ulative pur HR current production, nor a satisfactory 
mpany had perpetual inventory system. As a re- 
this kind in M¥cult, the new purchasing agent received 
/ materials. HP from his predecessor several contracts 
to plan his HB for six months’ supplies of materials of 
ymimitments HP different kinds which had to be sold at 
ause of his HMB. loss because the manufacture of the 
ditions and oods for which the commodities were 
>d with the HiRintended had been discontinued. 
nd to what The purchasing agent, therefore, 
drew up a perpetual inventory system 
| each yeat HMfor the storeroom and charted previous 
‘th of rub- Biisales, purchases, and production, which 
tton, 2,000 e followed closely. He also deter- 
eous items, ined a minimum for each material so 
$1,200,000. Hiithat when the quantity in stock de- 
fluenced by iicreased to this amount, a purchase of 
by interna: Tithe commodity could be made automat- 
ind also by Hiically. These minimums were based on 
inimportant Hiexperience in the plant and current 
of a rubber Piiknowledge of the time required for de- 
an example. HMlliveries. In addition to this, the pur- 
an oppor: hasing agent arranged that all cus- 
ig. Cotton Hitomers’ orders be reviewed by him 
“either rou efore being sent to the factory. He 
ve buying. clieved that his duties included a re- 
speculative ponsibility for maintaining a supply of 
confined (0 Bsatisfactory materials adequate for pro- 
ies of mate- uction needs without allowing inven- 
peodestes ories to pile up higher than was abso- 
| to eqns utely necessary. He was responsible 
mn use re or determining what to purchase, 
ight be ~ here to purchase, and how much to 
ds < " ay for it. The factor of how much to 
date. rs uy beyond immediate needs he be- 
d unusualy BBteved should be subject to control by 
s, but the pol. MEE -..ncley of placing the purchasing 
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either the treasurer or the merchandise 
manager of the company. 

The question of changing the posi- 
tion of the purchasing department in 
the organization was brought before 
the president for decision. The mer- 
chandise manager could not be expected 
to follow financial conditions as closely 
as the treasurer. He had control of 
production primarily, and was con- 
cerned more with manufacturing at a 
profit than in watching changes in the 
raw materials markets. He was in- 
terested mainly in keeping stocks in the 
warehouse low in order to cut down 
carrying costs. He was required, how- 
ever, to provide warehousing facilities 
for materials, and the storerooms, lo- 
cated in Jersey City, were under his 
control. Moreover, he decided policies 
such as the addition or discontinuance 
of lines, and thereby controlled the 
quality and volume of materials. On 
the other hand, the treasurer could not 
be expected to follow routine produc- 
tion and operating statistics, although 
the new perpetual inventory system 
provided a means of supervision of ma- 
terials on hand. Nevertheless, his supe- 
rior knowledge of financial conditions 
and international market factors en- 
abled him to direct the purchasing policy 
of the company most effectively. 


An Analysis 


It is evicent that the company was 
concerned with two distinctly different 
phases of purchasing; namely, (1) the 
speculative, which had to do with the 
buying of certain raw materials, and 
(2) the routine, which covered all 
other purchases of the plant. Different 
sets of conditions surround these phases 
and consequently the proper contro] for 
them differs. It is necessary, therefore, 
to examine them closely to determine 
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under whose authority each properly 
belongs. The answer to the problem 
may then be found by striking a balance 
between the conflicting recommenda- 
tions with due consideration for the 
ability of either system to perform the 
work normally belonging to the other. 


Handling Speculative Buying 


The nature of the product of this 
company has made speculative purchas- 
ing virtually a necessity. Rapid and 
wide fluctuations in the market price of 
the raw materials used, and the high 
percentage of materials cost to total 
cost make much of the profit or loss de- 
pendent upon the operations of the 
purchasing department. Consequently, 
speculative purchasing should be under 
the control of a major executive. The 
need for a knowledge of international 
market conditions and international ex- 
change makes the treasurer of the 
company best fitted to handle specula- 
tive purchasing. Moreover, speculative 
buying involves tying up a large 
amount of capital, and the treasurer, 
through his control of the financial pol- 
icy, is able to plan for the provision of 
adequate funds to meet commitments 
for materials bought. It is believed, 
therefore, that speculative purchasing 
should be controlled by the treasurer, 
because of his opportunity for intimate 
knowledge of financial requirements 
and of the international affairs which 
concern the industry. 

There is one respect in which the 
present policy of the company is in 
error. Although the nature of the busi- 
ness dictates speculative buying, it does 
not follow that speculation should be 
extended to cover quantities and qual- 
ities not ordinarily used in production. 
Speculation in the form of forward 
buying for future needs is essential to 
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avoid manufacturing losses, but the pol 
icy of forward buying should cease » 
this point and should not be expande 
to cover other speculative operations 
The company is organized primarily 
for the manufacture and sale of 
certain products, and while it may be 
necessary to undertake speculation jg 
the form of forward buying to insure 
profitable manufacture, the further ¢. 
tension of speculation is leading the 
company away from the function for 
which it was formed and in which the 
major portion of its skill lies. The a. 
tivities of the company should be con. 
fined to manufacturing, including of 
course the forward buying required, and 
pure speculation in commodities should 
be left to firms specifically organized for 
such a purpose. 


Routine Purchasing 


Routine purchasing, unlike speculs- 
tive, requires a different system of con 
trol. In this type of buying it is the 
duty of the purchasing department to 
have “‘the right materials in the right 
place at the right time and at the right 
prices.” This requires a careful study 
of production records to insure setting 
accurate maximum and minimum points 
in materials and supplies, and immed 
ate revision of such points when changes 
in production requirements occur. It 
means close contact and cooperation 
with the production department in order 
that the purchasing department may be 
informed immediately of any changes in 
production schedules or lines of goods 
manufactured. Moreover, close contact 
with the production department enables 
the purchasing agent to follow up more 
quickly materials delayed in transit and 
to make more rapid application for a 
lowances on damaged materials t 
ceived. This would indicate the a 
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be expanded to secure the necessary cooperation with 
© Operations the production department. 
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making the purchasing agent respon- 
sible to the merchandise manager. The 
review of customers’ orders may be ac- 


; further & TF complished with less delay when the 
leading the purchasing agent is associated with the 
function for production department. Furthermore, 
in which the 


if the purchasing agent is connected 
with the production division it should 
facilitate, through better and more fre- 
quent contacts, his efforts to obtain sub- 
stitution of materials of grades other 
than those specified at times when the 
grades which he wishes to substitute are 
exceptionally low in price or can be 
more easily obtained. In this connec- 
tion it is important to consider the 
psychological effect of having the pur- 
chasing agent a part of the production 
department. Suggestions are more 
readily interchanged and ‘cooperation 
more easily obtained between members 
of the same department than between 
members of different departments. 
Consequently, it appears advisable that 
in the case of routine purchasing the 
purchasing agent be placed under the 
authority of the merchandise manager. 
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chasing agent under the treasurer, 
whereas, the needs of routine purchas- 
ing require that he be placed under the 
merchandise manager. A solution, 
therefore, can be arrived at only by de- 
termining which plan is best qualified to 


handle the duties properly belonging to 
the other. 
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Such an analysis leads to the final 
conclusion that the purchasing agent 
should be placed under the merchandise 
manager. The problems arising in 
connection with routine purchasing are 
manifold and occur every day. Con- 
stant contact must be maintained be- 
tween the department handling routine 
purchasing and the production depart- 
ment in order to promote the fullest 
cooperation, and to secure the neces- 
sary interchange of information. This 
will also aid in preventing friction. 
On the other hand, the problems 
arising in connection with speculative 
purchasing are few in number and oc- 
cur infrequently. They do not require 
instantaneous action. Moreover, it 
would be simple to arrange for reports 
from the merchandise manager or the 
purchasing agent to the treasurer when 
ever desired by the latter. These reports 
would show the qualities and quantities 
of materials required for future produc- 
tion schedules. 

Under this arrangement the respon- 
sibility of the production department 
ends with the estimates of qualities and 
quantities of materials needed for fu- 
ture use, and the treasurer alone is re- 
sponsible for the speculative purchase 
of these materials at such times as he 
considers market conditions suitable for 
speculation. Most of the advantages 
of control by the treasurer over specu- 
lative purchasing are retained while at 
the same time the company receives the 
benefits arising from control of routine 
purchasing by the chief production ex- 
ecutive. It becomes evident, therefore, 
that the recommendation of the pur- 
chasing agent was a sound one. 


General Significance 


Although the organization of the 
Rubberwebb Manufacturing Company 
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is somewhat unusual, several principles 
of general significance may be derived 
from this case. The first of these is 
that buying of a speculative nature 
which is necessary in certain industries, 
because of the rapid movements of 
their raw material markets coupled 
with a high ratio of raw material costs 
to total costs, should be under the con- 
trol of a major executive who is in a 
position, not only to know market con- 
ditions, but also to be thoroughly fa- 
miliar with the financial policy and pro- 
gram of the firm. The second is that 
the official in charge of production 
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should have direct control over routine 
purchasing for current requirements 
because this is a function of production, 
Where the head of the finance depart. 
ment happens to be in charge of many. 
facturing no problem of this kind 
arises. Where finance and production 
are handled by different persons, how. 
ever, an arrangement of the type sug. 
gested above should be adopted, the 
degree of supervision exercised by 
the treasurer being determined by the 
circumstances surrounding speculative 
buying in the particular business jn 
question. 


POSITION OF THE 
INSPECTION DEPARTMENT IN AN ORGANIZATION 
MANUFACTURING ELECTRICAL GOODS 


|= Farvey Electrical Company is 
engaged in the manufacture of 
electrical goods of high quality. The 
volume, variety, and technical nature 
of its products require the most effec- 
tive organization possible of a large 
corps of trained mechanical inspectors. 
In this connection there arose the ques- 
tion as to whether the inspection de- 
partment should be organized as a part 
of the production department, or as a 
part of the engineering department. 
The organization of the company is 


indicated in Chart I reproduced on this 
page. 

The production department follows 
rigidly the system of manufacturing to 
schedule in order that it may be ina 
position to make deliveries on the dates 
quoted to customers. Officials of this 
department believe that it is essential 
that deliveries be made promptly. Al 
though the executives of the company 
feel that in many cases customers would 
prefer to wait a few weeks beyond the 
delivery date specified rather than re- 
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the inspection department of a manu- 
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equirements, [when delays are threatened, is prone to 
F production, MM divert materials from other orders to 
ance depart. HB jobs whose completion dates are near. 
Be of manu. MP]; is feared that this policy may lead to 
this kind MP failure to maintain standards on rush 
1 production jobs. For this reason, it would seem 
ersons, how. [that if the inspection department were 
he type sug. organized under the production depart- 
dopted, the HP ment it would tend to assume the point 
xercised by [of view of the latter and might sacrifice 
ined by the MM quality for quantity. 
speculative Inasmuch as the products of this 
business in [company are so complex and technical 
in nature that the standard quality must 
be maintained if they are to give satis- 
faction, it is obvious that quality is of 
rime importance. Furthermore, the 
ATION basis on which the company sells its 
| products is that of quality, and not 
uced on this MPT: Consequently, it is believed that 
n this ; ° : 
placing the inspection department un- 
ent follows Meo" the production department would 
facturing to not be in accord with the principles 
ey te a's which the nature of the company’s 
ue he dunes products require. ; 
sale of this On the other hand, if the inspection 
Si decal department is subordinated to the de- 
mptly. Al signing engineers there is a possibility 
xe company that quality only will be considered, and 
| iq ethat little regard will be had for the 
mers wou ; or 
beyond the needs of production. The designing 
er than re ecneimeers are primarily interested in 
the quality of the products, for the per- 
en formance of the products in practice is 


a direct measure not only of the effec- 
tiveness of their work, but also of their 
professional ability. 

It is their policy to specify that only 
the best materials and methods be used, 
and changes in their specifications are 
made only when they are thoroughly 
convinced that superior products will be 
turned out if other materials and meth- 
ods are substituted. It was the ex- 
perience of the company that in the past 
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their designers had often specified 
tolerances which were more accurate 
than was necessary, and this had in- 
creased production costs considerably. 
It also had been found that they fre- 
quently laid out designs which were per- 
fect from an engineering standpoint, 
but were ill-suited to the manufacturing 
facilities which the company possessed. 
Consequently, it is believed that if the 
inspectors are placed under the design- 
ing engineers the present smoothly- 
working production schedule is likely to 
be sacrificed. Moreover, friction may 
arise if inspection of the production de- 
partment’s work is done under the su- 
pervision of another department whose 
aims with regard to the products are 
not entirely in accord with those of the 
executives in charge of manufacturing. 
In view of this situation an adequate 
compromise seems to be offered by 
placing the inspection department un- 
der the testing department, for the du- 
ties and nature of this division of the 
organization are similar. The testing 
department acts as an intermediary be- 
tween the designing engineers and the 
production department. It is respon- 
sible for the specifications given to 
firms from which materials are pur- 
chased. It makes special tests of in- 
coming materials, prescribes tests to be 
used in the inspection of work in proc- 
ess, and endeavors to harmonize the 
ideas of the designing engineers with 
the limits of economical production. 
Since the testing department is un- 
der the supervision of the chief engi- 
neer and functions under the engineer- 
ing department, it would properly give 
the major emphasis to quality, but be- 
cause of a more intimate knowledge of 
production needs it is able to modify 
the more radical proposals of the en- 
gineers in charge of design. This 
view-point is precisely the one which 
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the inspection department of a manu- 
facturing organization such as_ this 
should take. Moreover, since the test- 
ing department defines the standard on 
which inspection is based, a further rea- 
son exists for making the inspection de- 
partment subordinate to it, in that such 
an arrangement would enable control 
of inspection operations by the same ex- 
ecutives who now set the standards. 
This case serves to bring out the 
principle that the position of the in- 
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spection department in a manufactur; 
organization depends upon the impor. 
tance of quality in the finished Product 
and in the various stages of manufao 
ture. Where quality is of primary im. 
portance, inspection must be removed 
from the control of the production de. 
partment. It should not, however, be 
placed under the supervision of a par 
of the organization whose work canno, 
be readily coordinated with that of pro- 
duction. 


DISTRIBUTION POLICY OF A HOSIERY 
MANUFACTURER 


6 Ree Drury Hosiery Company, lo- 

cated near Philadelphia, had been 
selling durable low-priced hosiery for 
men, women, and children for more 
than a generation. In 1923, 65% of 
the domestic sales were made to whole- 
salers; 29% to chain stores, mail-order 
distributers, and buying syndicates; and 
6% to other retailers. At that time the 
executives of the company became dis- 
satisfied with this policy of distribution 
and were considering the sale of ho- 
siery directly to department stores, in 
addition to the existing channels of dis- 
tribution. 

When the mills were operating at 
full capacity, 60% of the production 
was women’s hosiery, 25% men’s, and 
15% children’s. All Drury hosiery 
was seamless, being knitted on a circu- 
lar machine and made in one piece from 
top to toe. Full-fashioned hosiery, in 
contrast, was knitted on a flat machine, 
fashioned to the proper shape, and 
sewed together. The full-fashioned 
stocking was considered superior to the 
seamless stocking in that it fitted the 
ankle better and held its shape perma- 
nently. Although improvements that 
made this hosiery more satisfactory 
than formerly had been effected in 


242 


ings as well as in the purchase of high- 
grade hosiery. 


seamless hosiery machinery, during the 
period from 1918 to 1923, it was rec. 
ognized that most consumers were stil] 
convinced that full-fashioned hosiery 
gave a more satisfactory fit. Full-fash. 
ioned stockings were more expensive to 
produce than seamless stockings, and 
consequently sold at a_ higher price. 
The Drury Hosiery Company had no 
full-fashioned hosiery machinery. 
The company had added to the va- 
riety of styles and colors of goods man: 
ufactured until it was producing, in 
1923, 30 styles in approximately 2; 
colors. In women’s hosiery there were 
several grades of soft-combed cotton 
stockings, hard-twisted cotton isle, 
mercerized cotton, pure fiber silk, pure 
silk and fiber mixed, fiber silk and wool, 
and silk and wool. There were, for 
men, styles made of similar materials 
and for children four styles of standard 
durable hosiery were manufactured 
The Drury Company did not produce 
hosiery in fancy patterns. Changing 
styles, however, made it necessary for 
it to produce the more staple lines i 
many colors. Retail prices of womens 
hosiery manufactured by the Dnry 
Company ranged from 25 cents 
$1.50; of men’s hosiery from 25 cents 
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expected that the volume of sale to 
wholesalers would continue. 
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to $1.35; and of children’s hosiery 
from 25 cents to $0 cents per pair. — 

A national advertising campaign 
which stressed the durability and low 
price of the hosiery had been carried on 
‘n magazines from 1916 to 1919. In 
1920 the profits of the company had 
declined, and as a result the national 
advertising had been discontinued, and 
newspaper advertising substituted in 
the territories where largest sales had 
been secured. 

A flat price per dozen was quoted to 
all customers. No quantity discounts 
were allowed. It had been deemed 
necessary, however, to make special 
concessions to important customers at 
times when trade was inactive. In 
1923, 65% of the sales were under the 
Drury brand, and 35% under whole- 
salers’ private brands. Eighty-two per 
cent of the sales under the Drury brand 
were made in New York, Pennsylvania, 
New Jersey, Maryland, and Ohio; and 
18% in all the other states. 

Wholesalers with large annual sales 
preferred to sell hosiery under their 
own private brands. The executives of 
the Drury Company, however, desired 
to reduce sales under private brands, 
and to increase sales under the Drury 
brand. Most of the company’s whole- 
sale customers were medium- and small- 
sized firms, whose average yearly pur- 
chases amounted to $10,000. Although 
some advantages were recognized in 
selling hosiery under the private brands 
of large wholesalers, the management 
was opposed to this policy because it 
tended to make the company too greatly 
dependent upon a few wholesale cus- 
tomers. 

_ Wholesalers with small- and me- 
dium-sized sales volumes distributed 
hosiery largely to general merchandise 
stores and retail dry-goods stores in 
small cities and towns. They were not 
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an important factor, however, in the 
distribution of hosiery to department 
stores in large cities. An additional 
consideration was the fact that mills 
situated in the southern states were able 
to produce staple, low-priced cotton ho- 
siery more cheaply than those located 
in the northern states. Two important 
southern competitors had been under- 
selling the Drury Company on this type 
of goods during 1922. Competition 
from southern mills, however, was not 
so important on higher grades of 
hosiery. 

Although the traditional policy of 
the Drury Company had been to dis- 
tribute entirely through wholesalers, 
some departure from this policy had 
been made for reasons of expediency. 
Early in 1921, when general business 
depression made it necessary for the 
company to secure as many orders as 
possible, it began to sell low-priced, 
staple hosiery to two chain-store or- 
ganizations. The company also sold 
directly to several department stores in 
the two cities in which its sales offices 
were located. In addition, sales were 
made to a few mail-order distributers, 
and to one or two retail buying syn- 
dicates. 

During the decade from 1912 to 
1922 a change appeared to have taken 
place in the hosiery trade. Prior to 
that time durability and economy in 
price clearly had been the principal buy- 
ing motives in the purchase of a large 
part of the hosiery manufactured by the 
Drury Company. By 1922, however, 
a marked change had occurred. At 
that time there was, apparently, a much 
greater demand than formerly for 
stylish silk and woolen hosiery. In 
1922 and 1923 hosiery colors were sub- 
ject to rapid changes in popularity, such 
style preferences appearing in the pur- 
chase of low- and medium-priced stock- 
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ings as well as in the purchase of high- 
grade hosiery. 

In order to cope with the existing sit- 
uation, the sales manager of the Drury 
Company proposed that the company 
undertake to make as many sales as pos- 
sible directly to department stores. 
There were several objections, however, 
to this method of distribution. Retail- 
ers customarily purchased more fre- 
quently and in smaller lots than did 
wholesalers, the number of customers 
also would be greater, and therefore, 
important changes in the sales organi- 
zation would be necessitated. In sell- 
ing to wholesalers, furthermore, the 
Drury Company had not found it nec- 
essary to carry finished hosiery in stock. 
Hosiery was knitted and carried in the 
grey, but was not dyed until orders 
were received. It would be necessary 
to carry dyed stock ready for shipment 
if the company were to sell to depart- 
ment stores. It was estimated that 
eventually 200,000 dozen pairs of 
stockings would be the average stock 
required. Moreover, if the company 
were to secure national distribution, it 
was probable that warehouses would 
need to be established at central points; 
yet this step would not be necessary 
for several years. A serious risk was 
involved, also, in carrying finished 
stocks, since the color preference of cus- 
tomers apparently changed with great 
rapidity. The company made sales to 
wholesalers in case lots packed only in 
one style and color, but sales made to 
department stores would require cases 
to be made up in assorted styles and 
colors. If a policy of selling to depart- 
ment stores was inaugurated, the execu- 
tives of the Drury Company considered 
that it would be inadvisable to accept 
orders for less than case lots from this 
class of customers. Hence, in order 
to reach the smaller retailers, it was 
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expected that the volume of sales 
wholesalers would continue. 

In the period following the depre, 
sion of 1921 there had been a tend 
for department stores to increase the 
proportion of their purchases from 
wholesalers in order to secure a rapid 
rate of stock-turn. In 1923 it was ng 
entirely clear whether or not this ten. 
dency indicated any permanent change 
in the buying policy of department 
stores. More caution in anticipating 
future requirements was expected, y 
long as the memory of the experience 
in 1920 and 1921 remained fresh in the 
minds of business men. The company 
did not believe this change to be perm. 
nent, however, and concluded that the 
sales volume could be increased by sell. 
ing direct to large department stores, 
It decided, therefore, to develop this 
method of distribution as fully as po: 
sible, as well as to continue selling to 
general merchandise stores and retail 
dry-goods stores in smaller cities and 
towns through wholesalers as at present. 


Classification of the Product 


A study of the Drury Hosiery Com 
pany’s problem, like the study of every 
other marketing problem, should begin 
with the consumer’s point of view, for 
it is the consumer’s buying habits which 
in the final analysis determine the wa 
in which all goods must be sold if 
profit is to be made. The sales policy 
of the manufacturer must be shaped t0 
get to the consumer the goods which he 
wants at the time he wants them, an 
at a price he is willing to pay. For thi 
reason, before any examination of the 
relative merits of the available char 
nels of distribution can be made, t 
should be determined into which classi 
cation, according to the buying habits 
and patronage motives of consumers 
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which the style factor does not enter. 
The company might consider the pos- 
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tribution policy is goods which fall into 
the shopping classification, because 
these goods are of the type for which 
the consumer wishes to make com- 
parison as to price, quality, and style. 

After it has been determined that the 
product of the Drury Hosiery Com- 
pany falls into the shopping goods 
classification, the question as to the 
proper method of distribution of such 
goods arises. In urban territories shop- 
ping goods are marketed largely 
through department stores. This is 
true because the concentration of such 
stores in the retail shopping districts of 
cities gives the consumer the oppor- 
tunity which is desired for making com- 
parisons with regard to quality, style, 
and price. Department stores are 
therefore an important channel of dis- 
tribution for this firm. 

The question finally resolves itself 
into determining whether department 
stores will continue purchasing from 
wholesalers hosiery of the type which 
this concern is producing, or whether 
the tendency will be to buy direct from 
the manufacturer. Because the style 
element has become a dominating in- 
fluence in the Drury Company’s prod- 
uct, the question of distribution of style 
goods must be considered in detail. 


Distribution of Style Goods 
Making a profit in selling style goods 


depends upon getting the merchandise 
as early in the style cycle’ as possible, 





ties. At that point the motive of economical emu- 
lation comes into play, and the style thence pro- 
ceeds rapidly to extinction. A style is not counted 
successful until its popularity is assured, and yet 
as soon as a style commences to attain popularity, 
the forces that eventually will cause its extinction 
begin to operate. Distinctiveness, emulation, and 
economical emulation mark three distinct stages in 
the style cycle.” M. T. Copeland. Principles of 
Merchandising, p. 167. See also Paul T. Chereng- 
ton, Harvard Business Review, Vol. Il, No. 4, p. 421. 
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and selling it quickly before the cycle has 
run its course. Early in the cycle the 
merchant may realize his full mark-up, 
but if a large part of his goods is not 
sold before the period of economical 
emulation sets in, mark-downs must be 
taken and the profit is lessened. Later 
in the cycle further mark-downs, which 
often result in losses, must be taken. 
There exists even a chance that the 
goods cannot be sold at all. For this 
reason it is essential that style goods be 
distributed as quickly as possible after 
their manufacture. Since the introduc- 
tion of the wholesaler in the distribu- 
tive chain tends to lengthen the time 
which it takes to get goods from the 
manufacturer to the consumer, it seems 
undesirable that goods in which the 
style element is of importance be han- 
dled through the same _ distributive 
channels as goods in which the style 
element is relatively unimportant. 

Style risk results from the movement 
of the style cycle. It is composed of 
two major elements. The first of these 
is caused by the danger that the manu- 
facturer, wholesaler, or retailer may 
make or buy a new style for which there 
will be no demand. ‘The other element 
is the possibility of manufacturing or 
purchasing a larger quantity of a par- 
ticular style than will be assimilated by 
the market during the life of that style. 
Hosiery in medium- or low-priced lines 
is purchased by consumers who desire 
to emulate at the lowest possible price 
those who set the styles. It follows, 
therefore, that styles in the lower-priced 
lines lag behind those of higher-priced 
goods, because styles must be estab- 
lished before the demand in the lower- 
priced field is developed. 

In the case of the goods manufac- 
tured by the Drury Hosiery Company, 
the necessity of getting early distribu- 
tion is not as great as in the case of 
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manufacturers of style hosiery with 
higher selling price. The goods many. 
factured by this firm would be pur. 
chased by the class of consumers whose 
principal buying motive is economic] 
emulation. It is highly desirable, hoy. 
ever, that the company get its goods on 
the market as quickly as possible after 
they are manufactured, because the 
movement of the later stages of the 
style cycle is very rapid. Furthermore, 
the only way in which full advantage 
may be taken of the period of the cycle 
adapted to the sale of these goods js 
to see that they are on the retailers 
shelves at its beginning. 

The fact that the Drury Hosiery 
Company manufactures goods which 
fall into the economical emulation class 
makes it possible for the company to 
assume a minimum of style risk. Since 
the maximum demand comes late in the 
cycle it is possible to forecast styles 
accurately by watching closely the 
higher-priced hosiery on the market. 
Thus, one element of the style risk is 
eliminated to a large degree, and the 
only remaining danger lies in produc- 
ing hosiery of particular styles in too 
large quantities. This danger, which 
would be present in any case, could be 
minimized by redying colors which 
could not be sold, thereby transforming 
the goods into staple lines. 

It is true that there developed after 
the depression of 1921 a tendency on 
the part of department stores to bu) 
hosiery from wholesalers. This situa- 
tion, however, may be explained easily. 
After the crisis of that year the rapid 
decline of the retail market forced de- 
partment stores to buy frequently and 
in small lots, and to sell quickly in or 
der to avoid a loss. A rapid stock-tum 
had to be secured to keep merchandise 
from depreciating while on the retail 
er’s shelves. In the case of a market 
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moving horizontally, or rising as in early 
1923, the situation Is changed. With 
the market moving sideways a normal 
merchandising profit is possible for the 
vetailer. In the case of a rising market 
the situation is even more favorable for 
him because there is an increment of 
profit caused by the rise in the price 
vel. 

‘ It is not the function of the whole- 
saler to assume the style risk, for he 
has the advantage of neither the manu- 
facturer nor the retailer in forecasting 
stvle tendencies. The retailer is di- 
rectly in touch with the market, and it 
is in his establishment that first-hand 
style information must be obtained. 
The only function which the wholesaler 
can perform, as far as assisting in style 
forecasting is concerned, is to carry the 
information from retail buyers to the 
manufacturer. This can have no other 
effect than to slow down the distribu- 
tion of merchandise and make the like- 
lihood of profit less, because of the 
probable advancement of the style 
cycle by the time goods are received by 
the retailer. 

If the wholesaler is required to carry 
the style risk he must be paid for it, 
and since he must also have a profit it 
follows that retailers who are of sufh- 
cient size to buy in large quantities—and 
it is into this class that for the most 
department stores fall—will be forced 
to pay higher prices to wholesalers 
than to manufacturers for the same 
goods. Any desire which the whole- 
saler might have to spread a part of 
the style risk over staple lines, which he 
is carrying in order to distribute style 
goods at a lower price, will be done 
away with by competition. 

It becomes evident, therefore, that 
not only must the retailer pay more for 
the style merchandise which he pur- 
chases from a wholesaler than for that 
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which is bought direct from the manu- 
facturer, but also he will get this mer- 
chandise later in the style cycle than his 
competitors who have bought direct. 
Since these two factors place him at a 
distinct competitive disadvantage, it 
seems certain that his style goods will 
be bought direct. Furthermore, if 
style hosiery is bought from the manu- 
facturer, it follows that the stores 
which buy these lines direct will also 
purchase their staple lines direct, for by 
doing so they save at least the amount 
of the wholesaler’s net profit without 
adding proportionately to their ex- 
pense. The Drury Hosiery Company, 
therefore, was justified in expecting 
that hosiery of the class that they were 
manufacturing would be bought direct 
by department stores under normal or 
good business conditions. 

There should be little complaint by 
the wholesaler to a policy of direct 
sales to department stores by the com- 
pany, because department stores, for 
the reasons enumerated above, buy 
from wholesalers only on a declining 
market. The company, however, 
should place itself in a position to take 
care of fill-in and rush orders which 
come on a declining market, as well as 
to make prompt delivery under all con- 
ditions of the market by establishing 
an in-stock department. It is true that 
this will add to the expense of the pro- 
ducer, but if the company wishes to en- 
gage in the manufacture of style goods 
and to make the profit incident to the 
manufacturing of such goods, it must 
assume the style risk. With an in-stock 
department it will be in a position to 
handle its sales to department stores at 
any time with, or without, the assis- 
tance of wholesalers. 

Another reason for selling a large 
portion of the product direct rather 
than through wholesalers lies in the 
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fact that wholesalers prefer selling un- 
der their private brands. If the Drury 
Hosiery Company distributed all of its 
product through wholesalers it would 
probably be forced to accede to their 
requests to sell more goods without the 
company’s brand, a policy which would 
tend to make the company increasingly 
dependent upon the distributive system 
it had built up. Increasing the propor- 
tion of direct sales under the company’s 
brand, on the other hand, would tend to 
establish this brand more firmly in the 
minds of consumers and would make the 
company less dependent upon its dis- 
tributive outlets. 

If a large wholesaler, selling the com- 
pany’s products under his own brand, 
discontinued the line, it would be difhi- 
cult for the company to regain its lost 
sales because it would have no direct 
contacts with the market. Much of the 
value of the past advertising of the com- 
pany would be lost also if sales under 
the Drury brand decreased. 


Distribution to Small Retailers 


In distributing to small retailers in 
the country and in outlying sections of 
cities, a practical objection to selling di- 
rect arose. Such merchants buy in small 
quantities and in order to sell a large 
volume to them it would be necessary 
to establish an elaborate sales organiza- 
tion. Since a very small sales organi- 
zation would be required in selling to 
department stores because a large per- 
centage of goods bought by these in- 
stitutions would be purchased in the 
central markets, the setting up of a sales 
organization for the purpose of han- 
dling the business in the country and 
outlying city districts would cause un- 
warranted expense. Furthermore, mer- 
chants of this latter type ordinarily han- 
dle goods which contain less of the style 
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element than those handled in depar. 
ment stores, particularly in the territory 
served by this company, and conse. 
quently the more staple lines would be 
demanded. It is, therefore, believed 
that the company should continue jts 
present method of distribution through 
wholesalers to establishments of this 


kind. 
Discount Policy 


There exists a seeming inconsistency 
in selling to both wholesalers and re. 
tailers on the same terms. If it becomes 
known throughout the trade that the 
Drury Hosiery Company is selling di. 
rect to the large department stores, 
there might result a movement on the 
part of small retailers to secure the same 
terms as the wholesalers by buying di- 
rect. Furthermore, it is probable that 
the adoption of a policy of selling di. 
rect to department stores would be mis. 
interpreted by the wholesalers and 
viewed as a movement to eliminate them 
entirely from the distribution scheme. 

It would be possible to prevent this 
feeling on the part of the wholesalers 
and to remove the apparent inconsis 
tency by inaugurating a system of quan. 
tity discounts. By this means, the possi- 
bility of discrimination by the company 
against any type of purchaser would be 
eliminated, for wholesale prices could be 
obtained only by those who purchase in 
large enough quantities to assume the 
functions of the wholesaler. As this 's 
an established method of pricing, tt 
should not lead to misunderstanding: 
between the company and the smaller 
retailers. 


General Significance 


Department stores constitute an im 
portant part of the market for shopping 
goods. This case exemplifies the princ 
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ple that shopping goods in which the 
style element is an important factor 
should be sold by the manufacturer di- 
rectly to department stores if full ad- 
vantage of market possibilities is to be 
taken when the demand of consumers 
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for the product is at its maximum. 
Practical considerations, however, make 
it necessary to distribute through whole- 
salers that portion of. the merchandise 
which is to be sold by smaller and more 
scattered retail outlets. 
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gives the Reserve banks credit for some 
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Beckhart, Benjamin Haggott. Tue Dis- 
coUNT PoLicy oF THE FEDERAL RESERVE 
System. New York: Henry Holt and 
Co., 1924. 604 pp. $6. 


The Federal Reserve System has been 
established for 10 years and has never 
yet functioned under normal conditions 
of business. The operations of the sys- 
tem under the exigencies of war and re- 
adjustment have been such as to make 
many people wonder whether or not 
there has been such a thing as a Federal 
Reserve discount policy. The policy to 
be followed in the future, however, and 
the part which the system will play in 
the development of American industry 
and commerce, are matters of vital in- 
terest to the business community. While 
it is generally acknowledged that the sys- 
tem did remarkably well in assuming 
the enormous responsibilities thrust upon 
it at its inception, it is nevertheless true 
that many mistakes have been made and 
that much remains to be done in the im- 
provement of its operation. 

The term “discount policy,” in Mr. 
Beckhart’s view, “embraces a good deal 
more than the mere principles in accord- 
ance with which a central bank acts in 
the raising and the lowering of its rates 
of discount. It includes the type of 
paper eligible for discount, the type of 
collateral which a central bank will ac- 
cept against advances, and the various 
methods it employs to protect its gold 
reserve.” At the same time, he confines 
his analysis largely to the bank rate it- 
self, sacrificing the comprehensive point 
of view suggested in the definition of 
his persistent belief that the rate is the 
fundamental element and the one re- 
quiring the most careful and intelligent 
administration. 
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Mr. Beckhart builds up the historical 
background for an understanding of g 
bank rate by tracing the origin of the 
function of the bank rate in English 
banking prior to 1857 and by discussing 
the administration of central bank rates 
in England, France, and Germany in the 
years before the war. From his analy. 
sis of these recorded experiences, he 
draws principles of central bank discount 
policy which he applies in historical per. 
spective in his treatment of the Federal 
Reserve System. His principals are, in 
brief: that the bank rate should be kept 
above the market rate, and for that ef. 
fective credit control the former should 
anticipate changes in the latter; that de. 
flation may be brought about, reserves 
maintained, and gold imporis induced 
by raising the bank rate; that eligible 
paper should be carefully defined, with 
emphasis upon the transactions in which 
it may originate and upon its liquidity; 
and that liberal discounting at high rates 
is an effective policy during a crisis. 

After following the development of 
the highly unorganized banking system 
of the United States through the various 
stages of attempted credit control until 
the passage of the Federal Reserve Act 
in 1913, the author proceeds to a brief 
analysis of the act itself. In his opinion 
its provisions, which are based upon the 
experience and the best practice of Euro- 
pean banking systems, are favorable to 
the development of a sound discount 
policy. 

At the outbreak of the war the u0- 
tried Federal Reserve System was put 
to a severe test. In his examination 0! 
the years from 1914 until the entry of 
the United States into the war, Mr 
Beckhart fails to find any clear uniform 
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ity in the policies of the several Reserve 
banks. He comments upon the super- 
ficial judgment occasionally exercised in 
the selection of eligible paper and upon 
a tendency to favor agriculture unduly. 
The period of American participation 
in the war is historically pertinent to 
the discussion, although it contributed 
little to the establishment of discount 
policies. During this time, the Federal 
Reserve rates were maintained below 
the market, so that the Treasury Depart- 
ment (which then dominated the Re- 
serve System) could float issues of gov- 
ernment securities at an artificially low 
rate of interest. This policy calls for 
particular condemnation by Mr. Beck- 
hart, because it violates his chief tenet, 
namely, that the central bank rate must 
rule above the market. It is his opinion 
that, in any event, rates should have 
heen raised as soon as Treasury domina- 
tion was relaxed in January, 1920. The 
board, he contends, by advancing rates 
to the market level or higher could have 
done much to check inflation. Three 
reasons, he finds, prevented the adop- 
tion of the policy which he advocates: 
first, the fear, on the part of those in 
authority, of precipitating a rapid and 
disastrous deflation; second, the absence 
of any working theory as to the deflation 
of credit and prices; and third, lack of 
confidence, on the part of the Reserve 
banks, in the efficacy of their own re- 
discount rates. This same vagueness as 
to fundamental policies continued into 
the period of depression, and the sys- 
tem’s unpopularity consequently resulted 
when the Reserve banks finally ceased to 
give comfort to inflation and lent their 
assistance in the deflation which but for 
them would have come sooner. 

The business experience of recent 
years is contributing to a Federal Re- 
serve discount policy which will at some 
time be established. While the author 
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gives the Reserve banks credit for some 
notable achievements in the face of dif- 
ficult circumstances, he finds that they 
have no consistent philosophy of credit, 
prices, or discount rates and that their 
operations have too often been influ- 
enced by popular sentiment. 

Mr. Beckhart’s views as to what con- 
stitutes a satisfactory discount policy 
may be summarized as follows: 

1. The discount policy, especially in 
regard to changes in the rediscount rate, 
should be governed largely by changes 
in the general level of prices. 

2. The rediscount rates of the vari- 
ous Reserve banks should differ one 
from another in accordance with eco- 
nomic conditions in the areas tributary 
to each bank. These rates should rule 
above the market rate at all times and, 
in the absence of special reasons to the 
contrary, should fluctuate in unison. 

3. The various Reserve banks should 
maintain a uniform open-market policy 
regulated in accordance with fluctuations 
in the price level. 

4. The Reserve banks should at all 
times be conducted in such a way as to 
promote the economic stability of the 
country. They were created for this 
purpose and not merely to relieve sea- 
sonal credit strain or to prevent panics. 
They were certainly not intended to be 
an agency for allowing member banks to 
rediscount at a profit. If the system is 
to perform its function effectively, it 
must be free from political influence. 

There are students of finance who 
will not agree with the things Mr. Beck- 
hart says and who hold that the Federal 
Reserve System is capable of doing far 
more harm than good. There are many 
more who will agree with his general 
conclusions, though they may find that 
his analysis fails to weigh properly the 
importance of open-market operations 
in a discount policy, and though their 
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judgment may not confirm his confi- 
dence as to the controlling power of 
the discount rate. The book is a careful 
presentation of a widely held point of 
view and is well worthy of the attention 
of those interested in the economic 
future of the United States. 


Shurick, A. T. Tue Coat Inpustry. 
Boston: Little, Brown & Company, 1924. 


383 pp. $3.50. 


One of the leading lecturers on labor 
problems recently made the statement 
that he often draws his illustrations 
from the coal fields because the average 
person is unfamiliar with, but exceeding- 
ly interested in, this industry. For this 
lack of general familiarity, there are 
two reasons. In the first place, most 
coal mines are located in out-of-the-way 
places rarely visited by any great num- 
ber of outsiders. Secondly, there has 
been available in printed form no true 
and complete account of the conditions 
existing in the coal industry. Mr. Shur- 
ick’s book fills this need. Previous 
works upon the subject have been either 
of a strictly technical nature, or have 
been narratives of experience in the coal 
mines: this one is a comprehensive, well- 
organized, and non-technical discussion 
of the industry. 

While the treatment is in no sense 
statistical, many valuable figures relat- 
ing to coal deposits, reserves, produc- 
tion, and prices are found in the text 
and the Appendix. The author has not 
seen fit to reduce his figures to a single 
unit, though by so doing he might have 
aided his readers in making compari- 
sons. When it is pointed out that the 
units he has chosen are those which will 
be used in reporting the figures for years 
to come, his course in this matter seems 
entirely justified. 

Mr. Shurick adopts the four major 
subdivisions into which the subject nat- 


HARVARD BUSINESS REVIEW 


HARVARD BUSINESS REVIEW 






































urally falls. He describes, first, all th. 
important coal deposits in the Unite 
States, beginning with the first discover 
ies, and passes on to the consideration 
of reserves. In the second part of th 
book, mining methods and the history of 
their improvement are dealt with. Ap. 
swers are given to the questions which 
would naturally come to the reader's 
mind—how is a coal mine developed: 
how is it ventilated and lighted; hoy js 
the coal actually mined, brought to the 
surface, and prepared foruse? Thenex 
division treats of mine disasters and ey. 
plains the causes of many of the more re. 
centones. At the same time, the reader's 
informed that the great explosions which 
receive so much attention from the news. 
papers are responsible for only a smal 
percentage of the total mine fatalities, 
The fourth general heading covers the 
problems arising out of the distribution 
of coal. The author here points out a 
relationship seldom considered by con. 
sumers—namely, that of coal values to 
coal varieties. He discusses markets 
and marketing methods in a comprehen. 
sive and instructive manner. The last 
portion of the book is given over to the 
economic and sociological] factors in the 
industry which constitute its most inter 
esting phase. The retail price of coal 
is broken down into its constituent ele 
ments—production cost, marketing cost, 
transportation cost, and profit. Living 
conditions and earnings among the 
miners, the place and influence of labor 
unions, and the organization structure 
of coal companies are touched upon. 
The book may be justly criticized 
in that not enough space is devoted to 
the economic and social matters just mé 
tioned. The widely different conditions 
which obtain in different coal fields make 
it impossible to handle these important 
matters satisfactorily within the limited 
number of pages devoted to them. 
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Notwithstanding its few minor short- 
comings, the book is a thorough, relia- 
ble, and, at the same time, readable 
treatise upon one of our basic industries. 
It is unique in its interesting and com- 
prehensive treatment of a comparatively 
neglected subject and must be instantly 
recognized as a significant contribution 
to business literature. 


Withers, Hartley. BANKERS AND CREDIT. 
London: Eveleigh Nash and Grayson, 
1924. 204 pp. =. 


Notwithstanding its rather prosaic 
title, this book tells a most interesting 
story. The characters are the political 
heroes of war-time England, and the 
plot hinges on their triflings with the 
monetary standard. 

In 1914 the English statesman came 
into possession of the most nearly per- 
fect monetary system yet devised. 
After a few months of war, this delicate 
and powerful mechanism became the 
ruthless agent of a half-blind, half-un- 
conscious manipulation. In spite of the 
fact that experience had clearly shown 
that taxation furnished the only just and 
economical means of financing a war, 
the leaders, yielding to expediency, de- 


“price of cod creed that this war should be paid for 
onetiteent de by the creation of currency. Under this 
narketing cos, method comparatively few were taxed 
srofit. Living and no one bothered to save. Instead, 


the monetary standard was debased by 
the multiplication of bank credits and 
paper currency. It was then that the 
villain entered in the guise of inflation, 
and with him came all the evils of an 
unnatural rise in prices. The unsettle- 
ment of money values added enormously 
to the cost of the war and to the debt 
left behind; it made possible the post- 
war speculative outburst, the subsequent 
collapse, the bankruptcies and disillu- 
‘ionments ; it taught business men not to 
bother about economies, because profits 
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increased faster than costs; and it made 
the ignorant believe that the manufac- 
turers and merchants were pitilessly 
fleecing the nation. 

So the war was financed—at what a 
cost the reading of this fascinating book 
‘will show. The politicians cannot be 
biamed entirely, for they failed to real- 
ize what forces they were setting in op- 
eration when they made reckless use of 
a delicate machine. With 1920 came 
the inevitable collapse. The disorgan- 
ized state of the monetary system was 
at last apparent to everyone. Innuv- 
merable critics offered suggestions for 
reform. One pointed the way to eco- 
nomic salvation by further insidious in- 
flation, another broached a doctrine too 
vague for the mind to grasp, while a 
third wanted the level of prices kept 
steady through artificial regulation of 
the volume of currency. 

Visionary schemes of inflation Mr. 
Withers dismisses by pointing to the re- 
cent past. He then shows that the pro- 
posals to regulate prices by the manage- 
ment of credit and currency are, first, 
unwise, because they involve arbitrary 
action by the government; and second, 
unsound, because, while it is possible to 
contract credit by increasing its price, 
it is not always possible to expand it by 
reducing its price. Even though the 
Bank of England eases the money mar- 
ket by purchasing bills and securities, 
no lowering of discount rates will appre- 
ciably stimulate the use of credit unless 
traders and borrowers can see their way 
toward making profits. Without re- 
sorting to tedious statements or dog- 
matic reasoning, Mr. Withers shows 
conclusively that a return to the pre-war 
gold standard is the only practical 
course. He has done extremely well 
with the difficult task of presenting 
sound monetary doctrine in a readable 
and entertaining fashion. 
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Atkins, W. E. and Lasswell, H. D. Lasor 
ATTITUDES AND PRoBLEMS. New York: 
Prentice-Hall, Inc., 1924. 520 pp. $5. 


Though this book is written primarily for 
use as a college text, the material is presented 
in such a style as to be interesting and useful 
to other groups of students. 

The first chapters, which deal with the 
labor condition existing in several industries, 
form a background for the subsequent discus- 
sion of facts and theories concerning the status, 
standards, and philosophies of labor. A list of 
questions designed to encourage independent 
thinking follows each chapter. 


Babcock, Frederick M. THe APPRAISAL OF 
Rea Estate. New York: The Macmil- 
lan Company, 1924. 380 pp. $3.50. 


This is the third volume of a course in 
real estate outlined by the joint committee 
representing the National Association of Real 
Estate Boards, The United Y. M. C. A. 
Schools, and the Institute for Research in 
Land Economics and Public Utilities. Rich- 
ard T. Ely, director of the organization last 
named, is the editor. The author has dis- 
cussed the subject from a scientific and pro- 
fessional standpoint, with emphasis upon or- 
ganization. ‘The several methods of building 
up, or arriving at, an appraisal, with the 
particular types of property to which they 
are applicable, are clearly stated. Appraisal 
by a comparison of values determined by dif- 
ferent methods is emphasized. Formulae are 
developed where their use is practicable, and 
working tables are provided, Throughout 
the volume a systematic and professional pro- 
cedure in land evaluation is outlined. 


Bliss, James H. MANAGEMENT THROUGH 
Accounts. New York: The Ronald 
Press Co., 1924. 851 pp. $6. 

With the increase in the size of business 
organizations, statistical and accounting con- 
trols have become indispensable tools of man- 
agement. Mr. Bliss’ book deals at length 
with the interpretation of accounting and 
statistical reports, inter-company accounts, and 
cost accounting. Several chapters are devoted 
to a discussion of joint costs and other phases 
of accounting applicable to the meat-packing 
industry in particular. Special emphasis is 
laid on the use of financial and operating 
ratios. 
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Butterbaugh, Wayne E. Principzes or [y. 
PORTING. New York: D. Appleton and 
Co., 1924. 473 pp. $5. 

This book differs from others on our com- 
merce with foreign countries in that it is de- 
voted entirely to the import trade. Its ma. 
terial, collected in large part from the actual 
business field, is presented in a very practical 
fashion. The steps connected with the or- 
ganization of an import business, as well as 
its operation as a going concern, ave discussed 
in detail. Mr, Butterbaugh follows through 
the entire procedure of importing, from the 
time the merchandise is purchased abroad un- 
til it is sold in this country. He l!ays particu- 
lar emphasis upon a subject which he believes 
to have received insufficient attention ; namely, 
the details of passing goods into the country 
through the United States customs. The 
volume contains a valuable glossary of im- 
port and customs terms, and a bibliography. 


Copeland, Melvin T. Principves or Mn- 
CHANDISING. Chicago: A. W. Shaw Con- 
pany, 1924. 362 pp. $4. 

Though the application of scientific methods 
of study to the problems of production is a 
recognized success, the problems of distribu- 
tion have, until recently, received much less 
attention from students of business than they 
deserve. Mr. Copeland, one of the first in- 
vestigators to apply a strictly scientific method 
to questions of marketing, has made many 
contributions to the subject by his recognition 
and formulation of sound principles of mer- 
chandising. Much of his later work has been 
closely connected with that of the Harvard 
Bureau of Business Research, which has col- 
lected and analyzed thousands of cases taken 
from the field of business. Upon this founda- 
tion of adequately representative facts, Mr. 
Copeland has made a classification of merchan- 
dise and an analysis of buying motives which 
will aid in the scientific formulation of plans 
of distribution. ' 

The opening chapter gives a brief survey o 
some of the problems in distribution and 0! 
the aims and objectives of merchandising % 
related to such problems, From this intro 
ductory chapter, Mr. Copeland proceeds to 
discussion of the four classifications of mer 
chandise; namely, convenience, shopping, SP 
cialty, and industrial goods. In the discussion 
of each, certain principles, which should be 




































Co nrprtwAF AAS * omit fw = 





































BOOK NOTICES 253 


noted in the selection of merchandising plans, ciations, which it is felt is needed to make 
are considered. Buying and patronage mo- such a work complete. 
ES OF Im- tives, for both consumers’ and industrial 
pleton and goods, are taken up next. This classification 
of motives was made after an extensive sur- 


Greene, James H. PrincipLEs AND METH- 
ops OF RETAILING. New York: Mce- 


1 our com- vey and analysis of many advertisements which = a Hill Book Co., Inc., 1924. 287 pp. 
at it is de- have appeared in well-known magazines. Mr, , 

les me. Copeland brings out clearly the relation be- This book is the outgrowth of a series of 
- tween the motives which prompt individuals lectures and group discussions given in the 
and companies to buy goods and the methods Evening School of Business Administration 
of merchandising which should be employed. and the Retail Bureau of the University of 

The remainder of the book contains a dis- Pittsburgh. Although the treatment of the 
cussion of the following subjects: methods of subject is elementary, it should prove of value 


the actual 
Y practical 
th the or- 
as well as 


— management, selection, and payment of sales- to groups entering the study of retailing, to 
per the men; advertising and its relation to merchan- those who are studying independently, and to 
dened a. dising methods; stock-turn, which emphasizes executives in other lines of business who de- 


ys particu- the importance of planning stocks in advance; sire a comprehensive yet elementary treatise 
he believe and, finally, price policies as related to mer- on this subject. 


: chandising principles. The author discusses, among other things, 
he — eve. the principles and methods of selecting a lo- 
me The Finney, H. A. PRINCIPLES OF ACCOUNTING. cation for a retail business; methods of de- 
wig ra New York: Prentice-Hall, Inc., 1923. termining prices; principles in buying, receiv- 

y of im 2 volumes. $5 per volume. ing, and marking goods; retail publicity; ex- 


bliography. 
; OF Mrr- 
Shaw Com- 


tending retail credits; making collections; ser- 
vice to customers; and training employees. 
The opening chapter, dealing with the de- 
velopment of retailing, contains much inter- 
esting and valuable information which fur- 
nishes a background for further study of the 


Mr. Finney has covered the field of account- 
ing theory and practice in a complete, or- 
thodox, and thoroughly sound manner, The 
book is intended as a text in advanced ac- 
fic methods counting and is well suited to the purpose by 


ction is a reason of the arrangement of material and - ; 
f distribu- the inclusion of questions and problems. Mat- Subject. While many of the chapters that fol- 


much less ters of procedure are made clear by the ex- low are treated rather superficially but the 
| than they tended use of well-designed illustrations. The 00k, as a whole, offers a valuable and up-to- 
ne first in- five chapters devoted to consolidated balance ate survey of the entire problem of retail store 
fic method sheets are a useful addition to the published ™4"4gement. 


rade many material in a field which has received scant Hotchkiss, George Burton. ADVERTISING 


—s attention from writers on accountancy, Copy. New York: Harper && Brothers, 
es of mer- 


Ak has been Gray, Lewis Cecil. INTRopucTION To AGRI- See S72 pp , $3.50. ; : 
e Harvard CULTURAL Economics. New York: The Mr. Hotchkiss’ experience as a * copy- 


sh has col- Macmillan Company, 1924. 556 pp. $2.50. writer with a leading advertising agency and 
cases taken — : 3 as a teacher of business English renders him 
oy hone n spite of the growth of industry in the wel] qualified to discuss this subject. In this 


facts, Mr. wor Rage it is the opinion of many book he covers the field of advertising, and 
f merchan- i ly t - ss national economy is still applies the fundamental rules of English com- 
ives which open ge tural and that there can be position to the particular business of writing 
vn of plans seth ge in - country unless agricul- copy, The various points are emphasized by 
a a sound basis. ; the use of extremely interesting illustrative 
“it. Gray defines agricultural economics material taken from actual advertisements in 
and its relation to economics in general, and recent publications. 
nding goes . to the treatment of farm manage- : 
regen meat and tenure, capital and credits, popu- Kirshman, John Emmett. Principces or IN- 
at 3 lation, farm labor, and methods of market- VESTMENT. Chicago: A. W. Shaw Com- 
= of wer reer products. Marketing processes are pany, _ 902 pp. $5. ; 
pping, spe seca es —— crops as a setting for the While it is unreasonable to expect that in- 
» discussion vital sub: ot value and price—presumably the vestment can ever approach the status of an 
should be oth jects of economics. The subject is exact science, its study (like that of any 
osed with a treatment of cooperative asso- branch of applied economics) should be un- 
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ion and of 





BOOK NOTICES 255 





254 


dertaken in the light of an organized body of 
knowledge. Mr. Kirshman’s book presents a 
large part of all the information available on 
the subject. His discussion centers on the 
analysis of the risk element and the price- 
determining factors of the various kinds of 
investments. Every issue of securities carries 
its own risk; in addition its price is much af- 
fected by external circumstances, chief among 
which is the money market. 

In separate sections, the author deals with 
the economic bases of investment; the ele- 
ments of investment credit and their applica- 
tion; the movements of the prices of securi- 
ties; and lastly, investment policy. 


Kohler, Eric L. AccouNTING PRINCIPLES 
UNDERLYING FepERAL INCOME TAXES, 
1925. Chicago: A. W. Shaw Company, 
1925. 630 pp. $5. 

The author of this book discusses the ap- 
plication of the definitely established prin- 
ciples of federal income tax procedure to the 
accounting for individual or corporate income. 
The law and regulations are condensed so that 
the layman may secure information bearing 
on his particular case without digging through 
a mass of technical material. The 1925 edi- 
tion of this book covers the many important 
changes made in the income tax law during 
the past year. sa 

In addition to the descriptive matter a num- 
ber of problems and questions are given in the 
Appendix to aid the reader and to make the 
book more useful as a text. In a supplemen- 
tary volume the solutions to the problems are 
made available for the use of instructors. 


Lee, John. INpusTRIAL ORGANIZATION. 
New York: Prentice-Hall, Incorporated, 
1923. 119 pp. $2. 


This volume is a presentation, in convenient 
form, of a series of lectures delivered by Mr. 
Lee at Cambridge University in 1922. The 
author discusses recent developments in indus- 
trial organization throughout the world with- 
out advocating any one in particular. 

“Industrial organization” he defines as the 
effort to bring about cooperation between man- 
agement and labor through organization. The 
salient feature of his discussion is the “works 
council.” Each of the important European 
countries and the United States is attempting 
to accomplish the same result in this regard. 
The different methods of attack, varying from 
the highly crystallized national organization in 
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Germany to the individual shop committess ; 

the United States, are euetiated me 
The final chapters indicate the direction of 

the main tendencies in the organized relation 

0 een — and labor. As the ay- 

thor states, they contain much conj 

are offered tentatively, a 


Maltbie, W. H. THeory anv Practice op 
Pustic Utiuity Vatuation. New Yor}: 
McGraw-Hill Book Co., Inc., 1924. 201 
pp. $2. 

The valuation of public utilities for pur- 
poses of rate-making is a problem of current 
interest to investors and to the general public, 
At the present time various theories are held 
concerning the problem, to the solution of 
which courts and commissions are making 
daily contributions. In a concise and well- 
reasoned statement the author presents his 
conclusions on the various controversial ¢le- 
ments of the subject, and on the principal the. 
ories of valuation which are currently sup- 
ported. The informal style of the book con- 
tributes to a clear and logical consideration 
of this difficult subject. 


Moulton, H. G. Tue Reparation Puav. 
New York: McGraw-Hill Book Co., Inc., 
1924. 325 pp. $2.50. 

The economic future of Europe, in general, 
and the Dawes report, in particular, are of 
unquestioned importance to American business. 
Mr. Moulton is well known as one of the 
authors of “Germany’s Capacity to Pay.” As 
sisted by the council and staff of the Institute 
of Economics, he gives, in the present volume, 
his appraisal of the Dawes plan. 

Each point in the plan is considered sep- 
arately, and with an analysis so searching 4 
to greatly clarify one’s understanding of the 
highly technical financial mechanisms involved. 
The unsettled points, such as the problem of 
transferring the funds from Germany, are 
critically discussed, and predictions are made 
as to what developments may reasonably be 
expected in these matters. The report in full 
is given for reference. The treatment is n0 
more technical than the subject-matter abso- 
lutely requires, and because of this fact will be 
found especially valuable by the general reader. 
Munn, Glenn G. Encycwopepia oF BANk- 

ING AND Finance. New York: The 

Banker’s Publishing Company, 1924- 586 

pp. $10. 

This volume, the first complete encyclo- 
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pedia of banking and finance to be published, 
is designed to take the place in this field which 
other encyclopedias hold in the fields of law, 
engineering, accounting, and other professions, 
It contains approximately 3,000 definitions and 
explanations of words, phrases, and terms 
which are encountered in the vocabulary of 
fnanciers and investors, as well as the com- 
plete text of the thirteen most important fed- 
eral bank laws and regulations. 

The definitions and explanations have been 
carefully prepared with a view toward com- 
prehensiveness, accuracy, and convenience. 
The subject-matter is alphabetically arranged 
and is readily accessible. Where the explana- 
tions involve the use of other financial terms 
cross-references have been employed. 

While the work has been prepared primarily 
for the banker, broker, financier, and student, 
it also should be of value as a reference book 
to the business man. 


Nash, Bradley D. INVESTMENT BANKING IN 
ENGLAND. Chicago: A. W. Shaw Com- 
pany, 1924. 114 pp. $1.75. 

This book received the first prize given by 
the Chicago Trust Company for original re- 
search work relating to business development 
and the modern trust company. 

The background for an understanding of 
English investment banking is given in a brief 
résumé of its development prior to and since 
the Companies Act of 1862, when the prin- 
ciple of limited liability was established. The 
author describes the London Stock Exchange, 
and compares it with the New York Exchange. 
He points out clearly the characteristics of 
English investment banking, showing the sys- 
tem to be more specialized than its counter- 
part in America. The English investment 
bankers do not hold securities for a profit, but 
sell out at once; nor do they desire to have a 
hand in the management of their promotions. 
rhe outstanding feature is the fact that they 
neglect local industries, 60% of which are 
financed directly. 

. The various steps of promotion are given 

in detail, along with a description of the func- 

tions of the jobber, the “inside” broker, and 
the “outside” broker. Much emphasis is 
placed upon the fact that the promoter rather 
than the issue house must take care of the 
financial needs of most English industrial 

Promotions. ‘The avenues open to the general 

tun of English investors are given a general 

treatment; a comparison of the broker with 
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the branch bank is drawn, and the investment 
trust is mentioned. In Mr. Nash’s opinion, 
the brokers are the mainstay of the entire 
English system. 


Riegel, Robert. ELEMENTS OF BUSINESS 
Statistics. New York: D. Appleton and 
Company, 1924. 549 pp. $4. 

Before the science of statistics can render 
the greatest aid in the solution of business 
problems, its principles must be popularized. 
This book points the way; it applies statistical 
theory to business in a most practical fashion. 
The methods and purposes of business sta- 
tistics are indicated, while more important 
matters—the interpretation of facts by statis- 
tical means, and the drawing of general con- 


clusions from facts so interpreted—are 

stressed. 

Russell, Frederic A. TEXTBOOK OF SALES- 
MANSHIP. New York: McGraw-Hill 


Book Co., Inc., 1924. 319 pp. $3. 


This book is designed primarily for use as 
a text-book for college or university classes in 
salesmanship. There are, however, numerous 
suggestions that should prove of practical 
value to men engaged in the business of sell- 
ing. The author has attempted to illustrate 
the theory by introducing the actual experi- 
ences and opinions of successful salesmen and 
sales managers. ‘These quotations are valu- 
able for two reasons: (1) They give the stu- 
dent or general reader some acquaintance with 
the working vocabulary and view-point of the 
practical salesman; (2) One person’s opinion 
cannot carry as much weight as must be con- 
ceded to the ideas of many successful salesmen 
and sales managers. 

The book outlines accepted methods of 
gaining the interview, of approach, of demon- 
stration, of meeting objections, and of mak- 
ing the close and departure. In the analysis 
of the pre-approach, the author introduces a 
discussion of physiognomy and phrenology. 
Such theories are discredited generally and 
seemingly should not have a place in a treatise 
on salesmanship. Nevertheless, the book is 
very complete and contains the latest applica- 
tions of the theories of salesmanship. 


Scovell, Clinton B. INTEREsT As A Cost. 
New York: The Ronald Press Company, 
1924. 254 pp. $2.50. 

Economists have generally considered inter- 


est on capital invested in plant and other fixed 
assets as a cost of doing business. Though ac- 
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countants have recognized the validity of this 
theory, they have usually been unwilling to 
legitimatize interest as a cost by putting it on 
the cost accounting books. In the face of this 
current practice, a small group of accountants 
has been persistent in the belief that the costs 
can be shown on the books only when interest 
is included. Mr. Scovell, one of the most 
ardent champions of the cause, examines in 
this book the arguments on both sides of the 
question. By his discussion of the economic, 
accounting, and legal phases of the problem, 
he contributes to accounting literature a con- 
cise résumé of the subject, discussions of which 
heretofore have been scattered among numer- 
ous sources. 


Speaker, Lawrence M. Tuer INVESTMENT 
Trust. Chicago: A.W. Shaw Company, 
1924. 112 pp. $1.75. 


This book was one of the prize winners in 
the Chicago Trust Company’s competition for 
original work in finance. 

Mr. Speaker presents an interesting study of 
the development and present status of the in- 
vestment trust. While a large part of the dis- 
cussion is necessarily confined to England— 
where the greatest development has taken 
place, there are chapters devoted to the use 
of these trusts by Americans for both domestic 
and foreign investments. The economic func- 
tion of the trust is considered, as well as its 
possible use in connection with the funding 
of European war debts. 


Vanderblue, Homer B. Prosiems IN Busi- 
NESS Economics. Chicago: A. W. Shaw 
Company, 1024. 631 pp. $5. 

This volume, the latest of the Harvard 
Problem Books, develops the importance of 
consciously correct economic thinking in the 
formation of sound business judgments. It 
brings to the field of executive control not 


HARVARD BUSINESS REVIEW 


only generally accepted economic princinix 
but also principles developed from “ 

analysis of the fluctuations of business, The 
application of these principles is illustrated b 
actual cases taken from recent business ex 
perience. In its economic and statistical treat 


ment gt: _— nee one of the most im 
portant schools of thought on subject 9 
business cycles. o ™ 
a on first division, called “The Busines 

ycle,” contains a preliminary discussion of 
cyclical phenomena. This is followed 
non-technical explanation of the statist 
methods used by the Harvard University 
mittee on Economic Research in the forecast. 
ing and interpretation of changes in business 
conditions. Cyclical variations are then dis 
cussed as they manifest themsel-es in the vol- 
ume of manufacture and employment, in ad- 
vertising, in merchandising, in bond yields and 
money rates, and in the experience of an in- 
dividual manufacturing concern, 

The cases presented in the major portion 
of the book furnish the means of reducing to 
specific decisions the general principles of eco- 
nomic and cyclical theory. For logical treat. 
ment, the cases are grouped under the gen 
eral headings of Financial, Operating, and Dis- 
tribution, each case bringing out one or more 
phases of the general problem. This classi- 
fication forms the foundation for a scientific 
building up of economic theory in relation to 
business. The problems originate in and must 
be decided through a correct application of 
the sound economic principles developed in the 
introductory discussion and in the 
of material which is given for each case. 

The final chapters deal with methods of 
measuring business fluctuations. Standard 
statistical data and indices are presented in 
tabular form to aid in the application to indi 
vidual problems and to actual business situa 
tions of the principles developed in the body 
of the volume. 
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